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HE statute of limitations in tax litigation has 
had its chief importance, until recently, in ques- 
tions regarding the assessment and collection 

of taxes by the Federal Government. It is now be- 
coming increasingly evident, however, from pend- 
ing and adjudicated cases, that a 
greater emphasis is to be placed on 
the statutory period within which 
claimants may bring suits for re- 
covery of Federal taxes heretofore 
paid. It is the purpose of this article 
to consider, subject to limitations 
of time and space, this important 
and interesting phase of tax liti- 
gation. 

The present source of authority 
for suits to recover internal-revenue 
taxes, penalties, or other sums al- 
leged to have been wrongfully col- 
lected is contained in Section 1113 
(a) of the Revenue Act of 1926, 
which provides: 

Section 3226 of the Revised Statutes, 
as amended, is reenacted without 
change as follows: 

“Sec. 3226 No suit or proceeding 
shall be maintained in any court for 
the recovery of any internal-revenue 
tax alleged to have been erroneously or 
illegally assessed or collected, or of any 
penalty claimed to have been collected 
without authority, or of any sum al- 
leged to have been excessive or in any 
manner wrongfully collected until a 
claim for refund or credit has been duly filed with the 
Commissioner of Internal Revenue, according to the pro- 
visions of law in that regard, and the regulations of the 
Secretary of the Treasury established in pursuance thereof; 
but such suit or proceeding may be maintained, whether or 
not such tax, penalty, or sum has been paid under protest 
or duress. No such suit or proceeding shall be begun 
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before the expiration of six months from the date of 
filing such claim unless the Commissioner renders a de- 
cision thereon within that time, nor after the expiration 
of five years from the date of the payment of such tax, 
penalty, or sum, unless such suit or proceeding is begun 
within two years after the disallowance 
of the part of such claim to which such 
suit or proceeding relates. The Com- 
missioner shall within 90 days after any 
such disallowance notify the taxpayer 
thereof by mail.” 

From this provision it is evident 
that the statute requires, as a pre- 
requisite to court suit, the filing 
of a claim for refund or credit “ac- 
cording to the provisions of law in 
that regard.” Without entering 
upon a discussion of several de- 
batable points, which are well out- 
side the scope of the present article, 
it is necessary to consider the 
proper interpretation of this quoted 
phrase, “according to the provisions 
of law in that regard,” so far as it 
relates to the statutory period for 
filing the claim. 

The provisions in force at present 
prescribing the period for filing 
claims for refund or credit vary 
according to the nature of the tax, 
whether income, estate, or miscel- 
laneous taxes, according to the tax- 
able year or other operative time 
involved, and according to various 
other conditions. It is obvious that, if the claim is 
to form a proper foundation for a subsequent court 
suit, it must be filed within the prescribed period. 
Except with respect to so-called informal claims, 
no difficulty has ordinarily arisen in litigation in 
determining whether the claim was filed within the 
required time. 

The court in J. H. Williams & Company v. United 
States, decided March 25, 1930, encountered diffi- 
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culty, however, in this very problem. In that case 
the plaintiff, more than four years after the payment 
of its income and profits taxes for 1918, but within 
five years after the due date for filing its return for 
that year, filed a claim for the refund of the taxes 
theretofore paid. At the time the claim was filed, 
Section 3228 of the Revised Statutes, as then 
amended and contained in Section 1316 of the Reve- 
nue Act of 1921, was in effect and provided that all 
claims for the refunding or crediting of any internal 
revenue tax must be presented within four years 
after the payment of such tax. Section 1316 fur- 
ther provided: 

This section, except as modified by Section 252, shall 
apply retroactively to claims for refund under the Revenue 
Act of 1916, the Revenue Act of 1917, and the Revenue 
Act of 1918. 


Section 252 of the Revenue Act of 1921 (as amend- 
ed by the Act of March 4, 1923) provided, so far 
as here material, that if, upon examination of an 
income tax return, it appeared that an excessive 
tax payment had been made, then, notwithstanding 
the provisions of Section 3228 of the Revised Stat- 
utes, the amount of the excess should be credited 
or refunded to the taxpayer, provided, however, that 
no such credit or refund should be allowed or made 
after five years from the due date of the return, unless 
before the expiration of such five years a claim there- 
for had been filed by the taxpayer. 


The question was presented to the court whether 
the claim filed within the five-year period prescribed 
in Section 252 of the Revenue Act of 1921, but 
outside the four-year period as provided in Section 
3228 of the Revised Statutes, would support the suit. 
The court after citing portions of the decision in 
Fox v. Edwards, 287 Fed. 669, concluded that Section 
252 related only to the allowance of a credit or 
refund by the Commissioner of Internal Revenue, 
and that Section 3228 of the Revised Statutes made 
the claim and the subsequent suit defective. 


In the Fox v. Edwards case, the court merely held 
that Section 252 of the Revenue Act of 1918 (similar 
to Section 252 of the 1921 Act) did not change the 
then well-established rule (since changed by statu- 
tory enactment) that suit could not be maintained 
against a collector of internal revenue to recover 
taxes paid voluntarily and without protest. To hold 
that a provision for the refunding of taxes by the 
Commissioner under a claim filed by the taxpayer 
within five years after the due date of the return 
does not make the collector liable in a suit unless 
the taxes are paid under duress and protest is a 
principle far removed from the conclusion in J. H. 
Williams & Company v. United States, that a refund 
claim filed within the statutory limitation in Section 
252 of the 1921 Act did not support a suit brought 
under Section 3226 of the Revised Statutes, as amended 
in Section 1113 (a) of the 1926 Act, under which 
latter section payment under protest or duress is not 
material. A proper consideration of the reference 
in Section 1316 of the 1921 Act to Section 252 of 
that Act would seem to allow the taxpayer to file 
a claim for the refund or credit of income and profits 
taxes within five years after the due date of the return. 
It is difficult to perceive. wherein a claim filed under 
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Section 252 of the 1921 Act is not as much a claim 
filed “according to the provisions of law in that re- 
gard” as a claim filed under Section 3228 of the 
Revised Statutes. It is possible, therefore, that the 
court may have erred in the Williams Company case 
in holding that a claim filed under Section 252 of 
the 1921 Act would not support the suit. 

A reference to the Revenue Act of 1924 indicates 
quite definitely that Section 281 of that Act relates 
to the statutory period for filing claims for income 
and profits taxes, while Section 1012 of that Act, 
containing Section 3228 of the Revised Statutes as 
amended, relates principally, if not solely, to taxes 
other than income and profits taxes. Similarly, Sec- 
tion 284 of the 1926 Act prescribes the rules for 
filing claims for income and profits taxes; Section 
319 of that Act governs the filing of claims on es- 
tate taxes; and Section 1112 of the same Act, con- 
taining the amended Section 3228 of the Revised 
Statutes, pertains wholly, or at least chiefly, to the 
time for filing claims to recover other taxes. It is 
believed that a claim for the refund of income taxes 
filed after the four-year period prescribed in Section 
3228 of the Revised Statutes as amended in the 1924 
and 1926 Acts, but within the time laid down in Sec- 
tion 281 of the 1924 Act or Section 284 of the 1926 
Act, should, for even stronger reasons than urged 
hereinbefore under the facts of the Williams case, 
be held sufficient to support a subsequent court suit. 
In each of these amendments to Section 3228, claims 
filed under Section 281 of the 1924 Act or Section 
284 of the 1926 Act are expressly excluded from the 
application of the four-year provisions. 


The special importance of this principle can be 
readily grasped in regard to a claim and subsequent 
suit involving Section 281 (c) of the 1924 Act or 
Section 284 (c) of the 1926 Act (based upon reduc- 
tion of invested capital due to the taxpayer’s failure 
to take adequate deductions from income in prior 
years) where the statute imposes no time limit upon 
the filing of a claim. The court’s opinion in South- 
western Oil and Gas Company v. United States, 29 F. 
(2d) 404, indicates, although it does not decide the 
point, that a refund claim filed at any time under 
those provisions would form a proper basis for court 
suit begun within the required time after disallow- 
ance of such claim. 


The exception to the principle that a claim should 
be filed within the four-year period of Section 3228 
of the Revised Statutes in order to permit of sub- 
sequent court suit, is also important in cases where 
claims have been filed within the statutory period 
as extended by the filing of a waiver or waivers under 
Section 281 (e) of the 1924 Act or Section 284 (g) 
of the 1926 Act. The court in Minnesota Mutual Life 
Insurance Company v. United States, 66 Ct. Cls. 481, 
assumed (without decision since the government did 
not raise the point) that a claim filed within the ex- 
tended period prescribed in Section 284 (g) of the 
1926 Act would support the suit. No reference was 
made in the opinion to Section 3228 of the Revised 
Statutes. 

From these decisions it would appear that a claim 
for refund or credit which could form the basis for 
an allowance of a refund or credit by the Commis- 
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sioner of Internal Revenue, would be sufficient to 
support the claimant’s suit in court, so far as the 
time of filing the claim is concerned. 


Assuming that a timely claim has been filed, the 
suit must be instituted within five years from the 
date of the payment of the tax, penalty, or sum 
sought to be recovered, unless such suit is begun 
within two years after the disallowance of the part 
of such claim to which such suit or proceeding re- 
lates. (Section 3226 of the Revised Statutes, as 
amended by Section 1113 (a) of the Revenue Act of 
1926; Lopez v. United States, 62 Ct. Cls. 231.) 


The foregoing provisions, with their apparent 
clarity, have nevertheless given rise to several per- 
plexing problems. 

If a claim for refund or credit has been filed 
within the statutory period, and suit is brought on 
the claim more than six months after the date of 
filing and more than five years after the payment 
of the amount claimed, may the suit be maintained? 
This question, involving the meaning of the phrase 
“within two years after the disallowance” of the 
claim, is not easily answered. The only decisions on 
the issue have held that the suit is premature under 
those conditions and must await the Commissioner's 
rejection of the claim. (Leonard v. United States, 
Ct. Cls. ; Central Railroad Company of New 
Jersey et al. v. United States, decided April 14, 
1930.) The statutory phrase in question may 
properly have the narrow meaning given to it by 
these opinions. It would be far from a strained 
interpretation, however, to hold that the phrase means 
“prior to two years after the disallowance,” and this 
latter construction would seem to be more in har- 
mony with the spirit of the statute than the former, 
since Section 3226 of the Revised Statutes, as amended, 
indicates the sufficiency of a six months’ period for 
consideration of a claim by the Commissioner. 

If the claim has been rejected, the first problem 
in determining the time for suit, is the date of rejec- 
tion, unless the suit is to be filed within five years 
after payment of the amount claimed. Where the 
claim has been rejected in full and no question of 
reopening is involved, it is probable that the date 
on which the Commissioner signed the official 
schedule of rejection is the date from which to com- 
pute the two year period. The decision in McKesson 
& Robbins, Inc., v. Edwards, 38 F. (2d) 887, seems 
to support this proposition. 

Where, however, the claimant has protested the 
disallowance of the claim and the Commissioner has 
reconsidered his action or reopened the claim, there 
is a difficult question as to the date of disallowance 
which apparently has not yet been satisfactorily 
clarified by court decision. In Southwestern Oil and 
Gas Company v. United States, 29 F. (2d) 404, the 
Commissioner, after a first rejection of a refund claim 
and a subsequent request by the claimant for re- 
consideration, notified the claimant by letter that 
the request for reopening of the claim had been 
granted, that the merits had been reconsidered, and 
that the claim would remain closed upon the basis 
of the previous action. The court held that this 
later notification by the Commissioner was a final 
decision which would support the suit so far as the 
two-year period was concerned. 
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There is some intimation in Mobile Drug Company 
v. United States, 39 F. (2d) 940, that final disallow- 
ance of a claim may be postponed by a reconsidera- 
tion, but the opinion does not show in detail just 
what successive rulings were made by the Com- 
missioner. 

In McKesson & Robbins, Inc., v. Edwards, 38 F. 
(2d) 887, the Commissioner more than two years 
prior to the institution of the court suit, rejected a 
claim for refund on a schedule signed by him. Later, 
and less than two years prior to the commencement 
of action in court, the Commissioner again wrote 
to the plaintiff that its claim would be rejected and 
that the rejection would officially appear on the next 
schedule to be approved by him. The court held 
that the claim had not been reopened and that the 
time for suit could not be extended because the 
Commissioner had, as a matter of courtesy, sent 
another letter of rejection. 


These three cases, taken together, seem to stand 
for the proposition that a rejected claim permits of 
reopening and a second rejection which would extend 
the period for court action. The more difficult prob- 
lem as to what constitutes reopening and subsequent 
rejection, however, is left in a more unsettled state. 
It would seem that the Commissioner, the sole ar- 
biter on the reopening of claims, could review his 
action without a second disallowance of the claim 
such as might extend the period for suit. Never- 
theless, the statutory requirement of suit (under 
certain conditions) “within two years after the dis- 
allowance of the part of such claim to which such 
suit or proceeding relates” seems fairly to contem- 
plate a disallowance somewhat less official in char- 
acter than that usually accompanying a full rejection. 
Where the first rejection was partial and had never 
been dignified with a rejection schedule signed by 
the Commissioner, it would seem reasonable to hold 
that less formal conditions would constitute a re- 
opening and a second rejection than would warrant 
such a holding in the case of a prior total disallow- 
ance of the claim. 

Where two successive claims, identical as to 
grounds and amount, have been filed, it has been 
held that the rejection of the second claim is to be 
ignored in determining whether the court action is 
timely begun. (B. Altman & Company v. United 
States, 40 F. (2d) 781.) The decision seems to be 
difficult of reconciliation with the letter of the sta- 
tute providing a period of years within which to file 
a claim, and the opinion assumes, in one particular, 
as a premise, the very legal conclusion which was 
in dispute, namely, that the plaintiff’s right to sue 
had lapsed by limitation when the second claim was 
rejected. 

On the other hand, where the second claim is 
based upon the same grounds, but is for an enlarged 
amount including an additional tax not covered in 
the first claim, it has been held that suit may be 
maintained on the rejection of the second claim, 
even as to the amount included in the first. (Minne- 
sota Mutual Life Insurance Company v. United States, 
66 Ct. Cls. 481.) This result seems sound. 

The last sentence of Section 3226 of the Revised 
Statutes, as amended, and reenacted in Section 
1113 (a) of the 1926 Act provides: 
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The Commissioner shall within 90 days after any such 
disallowance notify the taxpayer thereof by mail. 


The Commissioner in notifying a claimant of the 
action taken, or to be taken, on a claim has cus- 
tomarily stated that the claim would “be rejected on 
the next schedule to be approved by the Commis- 
sioner.” Frequently, however, he has failed to notify 
the taxpayer by mail of the disallowance within the 
90 day statutory period after rejection. 


Apparently, the first decision to pass upon the 
legal effect of this failure on the part of the Com- 
missioner was The Mahoning Coal Railroad Co. and 
the New York Central Railroad Co. v. United States, 
28 F. (2d) 917. The suit in that case was apparently 
brought eight days beyond a two year period com- 
puted from the date of the disallowance. It appeared 
that the plaintiffs did not receive the prescribed no- 
tice by mail and that no actual notice was received 
until two days before the action was commenced. 
The court held that the 90 day period for notice 
after rejection was mandatory and that the suit was 
timely filed. 

The next cases on this point were those of Michel 
v. United States, and Krieger v. United States, 37 F. 
(2d) 38, in which the Circuit Court of Appeals for 
the Second Circuit reversed a contra district court 
decision and held that the statutory notice of rejec- 
tion was mandatory. In those cases the Commis- 
sioner by letters had advised that the claims would 
be rejected, but notices had not been sent after the 
disallowance until about two months prior to the 
suits which were brought more than two years after 
the date of rejection. The court quite properly 
stressed the importance to the taxpayer of such no- 
tice after rejection and cited the pertinent decision 
of the Supreme Court in French v. Edwards, 13 Wall. 
506, in which the principle was laid down that sta- 
tutory directions to officers are to be deemed man- 
datory if a compliance is needed for the protection 
of the citizen. The court held that the suits were 
filed within the statutory period. Since these cases 
are now before the United States Supreme Court 
on writ of certiorari, this question should be shortly 
concluded. Meanwhile it would seem to be desirable 
for claimants to follow this rule since these decisions 
appear to represent a fair interpretation of the sta- 
tute as a whole. 

There may be some difficulties in the application of 
this rule, as pointed out by the court in the Michel 
and Krieger cases. It is doubtful whether the statu- 
tory period for suit after rejection would ever run 
upon the failure of the Commissioner to send the 
statutory notice. There may also be some question 
as to the effect of actual, though non-statutory, no- 
tice to the claimant of the rejection. As the rule is 
applied in the Mahoning, Michel, and Krieger cases, 
however, the failure of the Commissioner to send 
notice after rejection of the claim is an important 
consideration in a claimant’s determining whether 
the period for bringing suit has expired. 

Where an overpayment of income tax for a year 
on which a refund claim has been filed is credited by 
the Commissioner to an unpaid tax of another year, 
the collection of which is barred by the statute of 
limitations, a difficult question is involved. Since 
such application of the overpayment is improper, 
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it would seem that a claimant, seeking to recover 
the amount of the credit, should be permitted, at 
his election, to sue for recovery of the amount as 
a tax for the year for which the overpayment was 
determined (Moses et al. v. United States, decided 
July 31, 1930), or to treat the credit as a payment 
of the outstanding assessment, the collection of 
which is barred (Swift and Company v. United States, 
Ct. Cls. ; Sol. op. 107, 4 Int. Rev. Cum. Bull. 
336; Semple & Co. v. Lewellyn, 1 F. (2d) 745). 


If the claimant elects to sue to recover the amount, 
as a tax or sum wrongfully credited, the problem of 
the date of the disallowance of the claim arises. The 
application by credit of an amount claimed as a re- 
fund might be construed as a rejection. This prin- 
ciple is somewhat supported by Moses et al. v. United 
States, F. (2d) If this theory be correct, 
the suit would have to be instituted within the two- 
year period after rejection. On the other hand, it 
may be urged with some logic that the allowance of 
the credit is not a denial of the refund claim since 
it admits the overpayment. If this be true it is 
probable that suit may be commenced within six 
years after the right accrues for which the suit is 
filed as provided in Section 24 Amended and Section 
156 of the Judicial Code. Whether that right first 
accrues when the Commissioner approves the credit, 
or accrues at the time of the original payment is a 
question which goes to the essence of the action. If 
the action is in legal theory for the recovery of taxes 
it seems that suit must be brought within six years 
after the original payment. If the action can be 
looked upon as one upon an implied contract, the 
six-year period should run from the date of the 
credit. There is dictum in Moses et al. v. United 
States, F, (2d) , that such suit is not one on 
an implied contract, but for the recovery of taxes. 
The question appears never to have been decided. 


If the claimant decides to treat the credit as a 
payment of the outstanding assessment, his course 
of action is probably the same as in the ordinary 
case, requiring the filing of a claim within the sta- 
tutory period after the date of credit. (Swift and 
Company v. United States, Ct. Cls , now 
pending before the United States Supreme Court 
on writ of certiorari.) 


Finally, there are actions for interest on refunds 
and credits allowed by the Commissioner. The sub- 
stantive law is to be found in Section 614 of the 
Revenue Act of 1928 and corresponding sections of 
prior Acts. Since a suit to obtain such interest is 
not a suit to recover a tax, penalty, or other sum, 
Section 3226 of the Revised Statutes, as amended, 
and as reenacted in Section 1113 (a) of the 1926 Act 
with the provisions hereinbefore considered, is not 
applicable. No refund claim is, therefore, to be filed 
as a prerequisite to court suit although it is cus- 
tomary and perhaps necessary to make a demand 
upon the Commissioner by means of an informal 
application, for interest alleged to be improperly 
withheld. The suit must be begun, however, within 
the six year period after the accrual of the cause ot 
action as enacted in Section 24 Amended and Section 
156 of the Judicial Code. 
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Accounting Methods and the 
Income Tax 


By Davin A. GAsKILL”* 


HE SINGLE cash book of olden days has 
given way to comprehensive accounting 
systems, which record the many ramifications 
of modern business. To properly reflect the ebb and 
flow of economic wealth, it has been necessary to 
abandon the original conception of accounting for 
income only when the cash was received, and the 
accountant has been called upon to devise accrual 
systems of accounting. 

Our income tax laws have undergone a similar 
evolution. In the earlier revenue acts the Con- 
gressional conception of income did not go far be- 
yond the cash basis. A broaden- 
ing of this policy was undertaken 
by the addition of Section 13(a) 
of the Act of 1916, wherein the 
taxpayer was given permission to 
file a tax return upon the basis of 
his books and records, provided 
only that the basis was one re- 
flecting income and the return 
complied with the regulations 
made by.the Commissioner. 

In the Revenue Act of 1918, 
Congress went all the way, and 
required that the net income 
should be computed in accordance 
with the method of accounting 
regularly employed by the taxpayer 
in keeping his books, with the pro- 
viso that if the method employed 
did not clearly reflect income, the 
computation should be made 
upon such basis and in such man- 
ner as in the opinion of the Com- 
missioner would clearly reflect 
income. This provision consti- 
tuted, in effect, an exception to the cash basis other- 
wise prescribed in many sections of the revenue act. 
The provision has been carried forward into all 
succeeding revenue acts. 


Those who originally drafted these provisions 
probably felt that complete and simple rules had 
been specified for the guidance of the taxpayers, 
which would involve little difficulty of application. 
Indeed the general meaning of these provisions is 
quite clear, but their application to specific cases 
has provided endless trouble for the courts. 

It will be observed that the statute does not 
specify any particular method of accounting. Ob- 
viously the statute contemplates both cash and 
accrual accounting. To the extent that taxation of 
accrued items of income is permitted, a departure 
from the original conception of the income tax law 
is occasioned. We find general language in court 
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decisions to the effect that a definitely ascertained 
item of income must be present before it is subject 
to taxation, regardless of the system of accounting 
employed, but the courts apparently consider that 
an accretion of economic wealth, though not yet 
realized in cash is “income,” and may be constitu- 
tionally subject to taxation. A fairly plausible con- 
stitutional argument may be advanced to the 
contrary, but it cannot be expected that the courts 
will sustain such contentions. To deny to Congress 
the right to determine taxable income upon an ac- 
crual basis, would mean the virtual failure of the 
income tax. It is interesting to 
note, however, that only recently 
this very question was raised and 
seriously urged to the Court of 
Claims in the case of Weed and 
Brother v. United States, 38 Fed. 
(2d) 935. The court lost little time 
in overruling the contention. 

With the accepted idea that a 
definitely recognized item of in- 
come or expense must be present 
before account may be _ taken 
thereof in any accrual system of 
accounting, we are still far from 
determining any satisfactory rules 
by which accruals may be ex- 
actly measured. The statute in no 
way advises the taxpayer as to 
the method of keeping his books, 
and he must turn to the estab- 
lished principles of accounting as 
a primary guide in testing the 
sufficiency of his method. This 
manner of approach appears to 
have been accepted by the courts. 
A taxpayer’s accounting system is judged primarily 
from the standpoint of good accounting, and his 
system is accepted no matter how unusual, if it 
properly reflects income. 

But how can it be known whether a system of 
accrual accounting properly reflects income? What 
rules of accounting have been adopted by the courts - 
for our guidance? Can rules be prescribed which 
will properly apply to every system of accounting 
and to every business? The answer to these ques- 
tions is difficult because accrual systems vary, and 
are not as uniform as is customarily believed. It is 
only natural that accounting systems as applied to 
different industries, and as applied to different con- 
cerns in the same industry would vary. It is con- 
ceivable that a system of accounting may be proper 
though used by only one taxpayer in the country. 
This has been recognized by the Board of Tax 
Appeals in the Appeal of Raymond-Hadley Corpora- 
tion, 4 B.T.A. 889, where it is said: 
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It is not important whether this method of accounting 
is peculiar to this petitioner or whether it is a generally 
recognized method of accounting between principal and 
agent. , 

If a corporation were engaged in the business of 
manufacturing large machinery, the construction of 
which covered a long period of time, the executives 
of the corporation might wish to accrue income at 
various stages of the construction, perhaps in ac- 
cordance with the schedule of deposits that were 
required of the customer. Other executives might 
wish to accrue the income when the shipment was 
made. Still others might prefer to accrue the in- 
come when the bill was sent; others at the time 
when the title to the machinery passed. Any one of 
these methods, if consistently followed, would prob- 
ably reflect income from an accounting standpoint. 

Indeed, various conceptions as to the meaning 
of the word “accrue” will be found in the author- 
ities. It will serve no purpose to attempt to compare 
all of the meanings which the courts have attributed 
to this word. To our mind the despair expressed by 
Board Member Sternhagen in the case of Bull, Ex- 
ecutor, v. Commissioner, 7 B.T.A. 993, in attempting 
to define the word “accrue” is well founded. In that 
case the following statement is made: 

A study of the multitude of decisions, treatises, and 
variously expressed views, and our experience, in consid- 
eration of many cases presented to this Board in which the 
word is either carefully or loosely used, disclose that the 
word “accrue” is fraught with confusion because it ex- 
presses no certain concept. In law, it has long been used 
in respect of rights and obligations which are said to accrue 
when they become enforceable. In accounting, it may be 
variously used with equal authority to refer to a right or 
liability fixed in amount, or certain in all respects except 
amount, or to an apportionment of a right or liability which 
runs hand in hand with a matter upon which it depends, 
or to a reserve in anticipation of an event, sometimes cer- 
tain and sometimes uncertain. Other connotations will 
occur, but these are sufficient to indicate that there is little 
in common among the significations recognized. One thing 
is clear—that the word implies the exclusion of “received” 
or “paid,” or a right or liability discharged. But short of 
this, what is meant when an item is accounted for as ac- 
crued depends upon the system of accounting in which it 
appears and the breadth of the accountant’s concept. 

Similar language will be found in the decision of 
the Board in Wankinco Bog Company v. Commis- 
sioner, 16 B.T.A. 386. 

The Treasury Department appears to have recog- 
nized that systems of accrual accounting may per- 
missibly vary. Even though a taxpayer keeps his 
records upon some system of accrual accounting, he 
is nevertheless granted various alternative options 
in the treatment of particular items, upon the exer- 
cise of which will depend the time when income is 
to be taxed, or deductions are to be taken,—such as 
long term contracts, installments sales, inventories, 
and the erection of buildings by a lessee on the land 
of the lessor. There is, in fact, no one method of 
accrual accounting, although the courts have a habit 
of improperly referring to “the accrual basis.” 

In view of this variation in accrual systems, the 
rules of accrual accounting by which any system is 
to be judged must necessarily be general in nature. 


October, 1930 








No single court decision is available which sets 
forth all accepted rules of accounting. It is true 
that certain accounting rules have been recognized 
by the courts, but judicial approval of such rules 
has been sporadic. By patchworking the various 
decisions, we are able to formulate a few rules that 
provide a fairly workable standard. 


Two fundamental principles of accrual accounting 
now appear to have found judicial acceptance, 
namely: 


(1) Items of income which are similar and 
items of expense which are similar must be placed 
in the same fiscal period and must be treated 
consistently year by year, and 


(2) Items of income and expense which are re- 
lated must be included in the same fiscal period. 


The first principle would mean, in practical appli- 
cation, that a taxpayer would not be permitted to 
accrue a sale made to Mr. Jones and then fail to 
accrue a similar sale made to Mr. Smith. Likewise, 
this principle would deny the right to accrue an 
expense charge of a certain character and then fail 
to accrue a similar expense charge. It would also 
mean that a taxpayer could not accrue sales and ex- 
penses in one period and then handle similar items 
differently during the next period. 


The second principle would require a taxpayer 
who accrued income for a certain period to accrue 
and deduct for that same period items of expense 
which were incurred and were definitely related to 
the production of the accrued income. 


The phase of the first principle requiring consis- 
tency, year by year, is recognized in the case of 
Robert P. Hyams Coal Co. v. United States, 26 Fed. 
(2nd.), 805, in the following language: 

There is no doubt that, under the Revenue Law of 
1918, the accrual basis, once adopted, must be consistently 
adhered to by the taxpayer. The courts have recognized 
this consistently, and denounced any practice that would 
result in computing taxes attributable to a given year, 
using the cash basis for a part and an accrual basis for the 
balance of the year. The law contemplates consistency in 
the keeping of books, once a method is adopted. UN. S. 
Barstow & Co. v. Bowers, Collector (D. C.) 15 F. (2nd) 76, 
78 * * * 


To the same general effect is the decision of the 
District Court for the Southern District of New 
York in W. S. Barstow & Co., Inc. v. Bowers, 15 Fed. 
(2nd) 75, wherein it is stated: 

Moreover, I think it reasonable to suppose that the 
provisions of Section 13 (d) of the Act of 1916 (Comp. St. 
6336m), which permitted a taxpayer who kept accounts 
upon any basis other than that of receipts and disburse- 
ments to make its return upon the basis upon which its 
accounts were kept, required consistency 


This same principle appears to be recognized in 
a number of decisions to the effect that “hybrid” 
systems of accounting, (i. e. systems combining 
both cash and accrual items) do not ordinarily re- 
flect income. It is stated in Appeal of The Maine 
Dairy Co., 4 B.T.A. 375, 

* * * We have found that the petitioner’s books of 
account were maintained upon a somewhat hybrid basis— 
partly on the receipts and disbursements basis and partly 
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on the so-called accrual basis. The method employed can 
not and does not clearly reflect the petitioner’s net income 
for the years in question * * * 

Although statements of the courts to this effect 
are rather broad and do not appear to admit of ex- 
ceptions, it may be noted that in most accrual book- 
keeping systems minor items will be found which 
are handled on a cash basis. This fact has been 
recognized by the Court of Claims in the case of 
Niles Bement Pond Company v. United States, 67 Ct. 
Cl. 693. In most businesses there are a number of 
minor items of income and expense, the accrual of 
which would require useless accounting effort. If 
these items are small in amount and similar items 
are handled the same each year, the net income will 
not be seriously distorted by handling them upon 
a cash basis. 

It will be noted, however, that the first principle 
of accounting set forth above only requires consist- 
ent treatment of related items. This limitation of 
the rule to “related” items seems amply justified 
from a study of various decisions, although no case 
has been found which broadly states this limitation 
in so many words. In the case of The Morris-Poston 
Coal Co. v. Commissioner, decided on June 28, 1930 
by the Circuit Court of Appeals, Sixth Circuit, re- 
ported at paragraph 9465, CCH Standard Federal 
Tax Service for 1930, sales of a coal company were 
handled on an accrual basis, and rents from houses 
occupied by the miners and sales made by the mine 
store were handled on the cash basis. There was in 
fact little relation between the several classes of 
items and the parties were agreed that income was 
not distorted by the different treatment accorded. 
The taxpayer in that case, however, during the tax- 
able year retired from business and leased its mine 
on a long-term lease, under which rentals were pay- 
able semi-annually. The question arose as to 
whether the previous accrual of coal sales required 
accrual of rentals under the lease, where the rental 
was paid on January lst for the last six months of 
the preceding calendar year. The court considered 
that there was not sufficient relation between: the 
two items of income to require accrual of the rentals 
under the: leasehold. On this the court said: 

In oui judgment, even if there was a change in the 
bookkeeping system during the year, that fact was given 
undue force. The outstanding controlling fact is that peti- 
tioner’s going business, with its established customs of sale 
and methods of bookkeeping, ended on April 1. It then 
engaged in a new business—with the same capital, it is 
true—but of a different character, with different prospective 
income and with different risks and contingencies. For the 
new business it adopted an appropriate method of income 
computation and of tax reports which, from that time on 
and from year to year, would truly reflect the annual in- 
come. The facts that the change occurred during the 
calendar year and that there was a rather negligible over- 
lapping of the old and the new, do not affect the real na- 
ture of what happened * * * 

The Board of Tax Appeals has held, quite prop- 
erly, that where the probability of collecting an 
item of income is questionable, a taxpayer is justi- 
fied in withholding accrual of the item even though 
similar items owed by good credit risks have been 
regularly accrued. This difference in the character 
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of the items is the justification for different treat- 
ment. See Great Northern Railway Company v. Com- 
missioner, 8 B.T.A. 225; Turner Falls Power & 
Electric Co. v. Commissioner, 15 B.T.A., 983; Sowers 
Manufacturing Co. v. Commissioner, 16 B.T.A. 268. 
It is indicated in Sowers Manufacturing Company v. 
Commissioner, supra, that if property received has no 
fair market value it need not be accrued as income, 
even though books are otherwise kept on an accrual 
basis. In making this statement, however, the 
Board did not indicate whether the rule was based 
upon principles of accounting or upon the general 
ground that an item of “income” must be present 
before it may be constitutionally subject to tax- 
ation. 

A further recognition of the first general prin- 
ciple suggested above is found in the case of Joseph 
Stern and Samuel Stern v. Commissioner, 14 B.T.A. 
838, where the income of a partnership engaged in 
two separate and distinct businesses was in ques- 
tion. The accounts of one of the businesses were 
kept on an accrual basis and the accounts of the 
other business were kept on a cash basis. The 
Board found that there was no relation between the 
two businesses, or the items of income reflected in 
the separate accounts, and the accounting records 
of the taxpayer were accepted. 

The second principle of accounting set forth above 
is to the effect that related items of expense and 
income must be included in the same fiscal period. 
This principle is best stated by the Supreme Court 
in the case of United States v. Anderson, 269 U.S. 
422. That case involved the deduction of munitions 
taxes which were payable on sales of munitions 
made in 1916, but the tax was not payable and was 
not paid until 1917. The taxpayer kept its books 
on an accrual basis and set up a reserve for the 
taxes in 1916, but claimed deduction in the return 
for 1917. The Supreme Court held that under such 
circumstances the deduction could be taken only 
in the year 1916. The underlying principle of the 
Supreme Court’s decision in this case appears to be 
that in accrual accounting, related items of income 
and expense must be accounted for in the same fiscal 
period. Mr. Justice Stone said: 

* * * Tt was to enable taxpayers to keep their books 
and make their returns according to scientific accounting 
principles, by charging against income earned during the 
taxable period, the expenses incurred in and properly at- 
tributable to the process of earning income during that 
period; and indeed, to require the tax return to be made 
on that basis, if the taxpayer failed or was unable to make 
the return on a strict receipts and disbursements basis. 

The appellee’s true income for the year 1916 could not 
have been determined without deducting from its gross 
income for the year the total cost and expenses attributable 
to the production of that income during the year * * * 

While other authorities are to the same effect, no 
statement has been found which improves upon that 
which is quoted above from the Anderson case. 

This so-called second principle is more clearly 
and succinctly stated by the courts than is the first 
principle. In some cases it may be said to overlap 
the first principle, since certain accounting prac- 
tices may be justified or condemned by reference 
to both rules. Nevertheless there is room for the 
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application of both rules. An item of income may 
be produced entirely without reference to the ex- 
penses of the business, and an item of expense may 
not be definitely related to any item of income, and 
in such cases the rule supplied in the Anderson 
case is not adequate. 

The two principles are extremely general in 
character. They appear to be intended primarily 
for application to items of income and expense 
which recur year after year. They, furthermore, ap- 
pear to be fairly lenient. Being primarily rules of 
accounting, they must be flexible if the taxpayer is 
to be permitted to retain an accounting system 
which will accommodate the needs of his particular 
business. As the rules do not go beyond the main 
requirement that related items be treated consist- 
ently, it follows that each taxpayer’s books must 
be gauged on their own merits. The mere fact that 
it was proper for one taxpayer to accrue a sale or an 
expense upon a happening of a certain event should 
not mean that another taxpayer must gauge his 
accruals by the happening of the same events in his 
business. Yet we find the courts attempting to 
define the word “accrue” for general application, and 
then attempting to apply their definitions to the 
accrual of an abstract item of income or expense, 
somewhat without reference to the treatment of re- 
lated or similar items on the taxpayers’ books. 

The rulings announced from time to time by the 
Bureau with respect to the accrual of property 
taxes affords an excellent illustration of what the 
writer considers to be a mis-conception. Following 
the decision of the Board of Tax Appeals in the case 
of H. H. Brown & Co. v. Commissioner, 8 B.T.A. 112, 
and other similar decisions of the Board, the Bureau 
has attempted to prescribe rules for all taxpayers on 
an accrual basis telling when they may accrue and 
deduct property taxes. The Bureau has announced 
rulings applicable to various dates, upon the theory 
that the date as of which the property tax becomes 
a liability is the date as of which the tax should be 
accrued for purposes of the income tax. The pre- 
scribed accrual might occur on April Ist of any 
year, with respect to taxes which relate to the cal- 
endar year, and in the case of a taxpayer having a 
March 30th fiscal year, it would seem entirely proper, 
from an accounting standpoint, to pro-rate the 
tax between the two fiscal periods upon the basis 
of the portion of the calendar year which fell within 
the year in question. If a taxpayer had apportioned 
such taxes upon that basis over a period of years 
it certainly would not disturb income from an ac- 
counting standpoint, and there is nothing in the 
income tax law which would permit accrual of such 
taxes only when the liability became fixed. In fact 
the law itself, in the absence of any accounting 
records, would permit a deduction only when the 
tax was paid. 

The approach to this question is rendered difficult 
by what is believed to be a misunderstanding of the 
Supreme Court’s decision in United States v. Ander- 
son, supra. The Anderson case is cited above in sup- 
port of the second general principle of accrual 
accounting, which requires treatment of related 
items of income and expense in the same fiscal 
period. The court, after basing its decision upon the 
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broad ground indicated, proceeded to dispose of an 
incidental argument advanced by counsel for the 
taxpayer to the effect that the tax could not be 
accrued as an expense prior to the time it had been 
assessed and had become due. The court remarked 
rather incidentally that “it is also true that in advance 
of assessment of a tax all events may occur which fix 
the amount of the tax and determine the liability of a 
taxpayer to pay it,” and the court in the same para- 
graphs mentioned that the 1916 Act made no use of 
the word “accrue” or “accrual” but merely provided 
for a return upon the basis of the taxpayers’ ac- 
counts, if that basis properly reflects income. Cer- 
tain of our courts, interpreting the Anderson 
decision, have sought to measure all manner of ac- 
cruals by inquiring as to whether “all the events 
may occur” which fix the amount of the expense or 
income and determine a liability to pay it. It may 
be admitted that the happening of events which 
fix the amount of the income or expense may be a 
proper element in determining whether sufficient 
events have transpired to occasion a definite occur- 
rence of which the income tax laws may take ac- 
count, but there appears to be no sound basis for 
claiming that the happening of such an incident is 
a general and all-inclusive guide for determining 
just when any particular item of income or expense 
should be accrued in every system of accrual ac- 
counting. : 

This incidental statement of the Supreme Court 
in the Anderson case was given marked emphasis 
in S. Naitove & Co., Inc. v. Commissioner, (1929, 
C. of A., Dist. Col.), 32 Fed. (2nd) 949, certiorari 
denied, 280 U. S. 582, which was a case involving 
the deduction of percentages of net profits credited 
to employes as additional compensation, which 
credits were to remain undrawn for a period of 
years, and were further subject to ‘deductions for 
subsequent losses occuring during the withholding 
period. It would seem that the result of the court’s 
decision in denying the deduction, is correct under 
the general theory that an item which may never 
actually be owing is not a proper expense deduc- 
tion for income tax purposes, regardless of how the 
records may be kept. In the decision, however, the 
court appears to assume that the incidental com- 
ment of the Supreme Court in the Anderson case 
regarding the occurrence of “all events” was in- 
tended for measuring all accruals, as the court says, 
“The accounts under the agreement were kept on 
the books of appellant on an accrual basis, under 
which system these items of expense could not ac- 
crue until all the events occurred from which liabil- 
ity could be determined and become fixed. . . .” 

In Seabright Woven Felt Co. v. Ham, (1930, Dist. 
Ct., Maine), 38 Fed. (2nd.) 114, and in Block & 
Kohner Mercantile Co. v. United States (1930, C.C.A. 
8th) 37 Fed. (2nd) 877, the courts likewise at- 
tempted to measure accrual of particular items 
under the same test, although here again the de- 
cisions of the courts may be justified on the ground 
suggested above with reference to the Naitove case. 

It may be admitted that the comment of the 
Supreme Court in the Anderson case, that all events 
had occurred which fixed the amount of the tax 
and determined the liability of the taxpayer to pay 
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it has been accepted by some of the lower courts 
as an all-inclusive test for measuring accruals of 
particular items in any system of accrual account- 
ing. Perhaps it may be said that this observation 
of the Supreme Court has now become a fixed rule 
of law. It is conceivable that the Supreme Court 
will so interpret it—if in fact it has not already 
done so in the North Texas Lumber Company case 
noted below. It must be admitted that the results 
of the application of this principle have so far been 
satisfactory, though decisions to the same effect 
might have been reached on other and probably 
more logical grounds. If the statement is intended 
as a general rule to the effect that all such events 
must occur before the transaction may be given 
recognition for income tax purposes, it is probably 
more defendable, but if such is the intended effect, 
the statement is not a rule of income tax account- 
ing, but is merely a limitation upon accounting 
rules already established. 5 
The several Federal decisions last considered are 
fair illustrations of the difficulty that will be en- 
countered in attempting to determine the taxabil- 
ity of income, or the deductibility of expenses when 
unusual items are presented for consideration in 
accrual accounting. If error has resulted perhaps it 
may be attributed to an endeavor to decide cases 
on principles of accounting where the decision 
should have been based upon general considerations 
of income tax law. Where a corporation in a mer- 
cantile business, keeping its books on an accrual 
basis, sells its factory at a large profit or at a loss, 
it is difficult to determine the taxability or deducti- 
bility of the item by reference to the rules of ac- 
counting. When a large judgment is recovered by 
or against a taxpayer as a result of litigation in the 
lower and appellate courts during a period of years, 
the ordinary rules of accounting are difficult if not 
impossible to apply. In the case of a long term 
lease involving infrequent payments of rentals any 
attempt to measure the taxability of the item by 
reference to the treatment accorded unrelated items 
of income and expense seems strained. Yet we find 
the courts attempting to determine the taxability 
of such items by reference to principles of account- 
ing. In North Texas Lumber Co. v. Commissioner, 
30 Fed. (2nd) 680, a corporation which kept its 
books upon an accrual basis, sold some timberlands, 
and the question arose as to whether the profit 
was taxable in 1916 or in 1917. A year-end transac- 
tion was involved. The purchase price was agreed 
upon in December, 1916. The purchaser was soi- 
vent and arranged for a loan with which to complete 
the purchase in 1916. The purchaser advised in 
1916 that the title was satisfactory, but the deed 
was not delivered and the consideration was nct 
paid until January of 1917. The Circuit Court of 
Appeals stated that the taxpayer, during the closing 
days of 1916, could have tendered deed and de- 
manded payment, and that if payment had been re- 
fused could have maintained a suit for the purchase 
price. The court held that by reason of the fact 
that the book records were kept on an accrual basis, 
the profit accrued in 1916, stating that “profits ac- 
crue when they are vested and an enforceable 
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liability is created.” The court further stated that 
“during that year all the events necessary to fix 
the amount of the profit had occurred.” The court 
cited United States v. Anderson, supra, as an authority 
for its decision. 


The Supreme Court reversed this decision of the 
Circuit Court in Lucas, Commissioner v. North Texas 
Lumber Co., 50 S. Ct. 184, with the statement that 
unconditional liability of the vendee for the pur- 
chase price was not created until there had been a 
tender of title or possession or a demand of the 
purchase price, which events did not occur in 1916. 
The court cited among other decisions, United States 
v. Anderson, supra. The decision is quite brief, and 
no discussion is found as to whether accrual of un- 
related items of income should properly control the 
taxability of such an unusual item. If the case had 
been considered from the standpoint of the income 
tax laws, rather than from any alleged rules of ac- 
counting, the result would have been the same, and 
the court might well have disregarded accounting 
principles. 

In the case of The Morris-Poston Coal Co. v. Com- 
missioner, supra, the Circuit Court of Appeals held 
that large semi-annual rental payments under a 
mining lease were not subject to accrual simply 
because the taxpayer had accrued sales of coal dur- 
ing previous periods when engaged in active mining 
operations. It is significant to note that the court 
did not entirely lay aside considerations of account- 
ing, as it might well have done, but found that by 
reason of the unusual character of the item, the tax- 


payer was justified in accounting for the item when 
received. 


It must be admitted that there is no judicial pre- 
cedent for the thought herein expressed, that the 
taxability or deductibility of unusual and unrelated 
items of income and expense should be considered 
largely without reference to accounting practices 
accorded ordinary items of income and expense. It 
is hoped, however, that the courts may give thought 
to the suggested distinction, and it is submitted that 
the distinction is not wholly without foundation in 
reason. Accrual accounting had its inception in the 
necessity of balancing related items of income and 
expense. When such items are unusual and are 
large in amount it is conceivable that neither of the 
two general principles of accounting above stated 
would require allocation of the item to any particu- 
lar period. In an instance of that kind, if no tax 
laws were involved, an accountant would probably 
ask the executives of the business how they wished 
to have the items reflected in the books and would 
not quarrel with the executives’ decision. If prin- 
ciples of accrual accounting fall short of prescribing 
a definite and positive rule for guidance in such 
cases, there is little left to turn to except the income 
tax law. In such cases the courts might profitably 
turn to the general provisions of the law in deter- 
mining whether the treatment accorded to a par- 
ticular item is such as to “clearly” reflect income. 


In partial summary it may be noted that two 
general hopes are herein expressed for the further 
development of income tax jurisprudence in this 


(Continued on page 385) 




















































































































































































































The New York Income Tax 


EW YORK has two tax statutes based on in- 
| \ come ; one, an ordinary income tax law applying 

to individuals, and a second, a franchise tax 
based primarily on net income applying to corpo- 
rations. The two statutes are so different that to 
discuss them as a unit would be unsatisfactory. The 
first part of this article deals with the corporation 
tax; the second part with the tax on individuals. 


I. The Income Tax on Business Corporations— 
Nature of the Tax 


New York business corporations and foreign busi- 
ness corporations doing business in New York are 
subject to a franchise tax equal to 4% per cent of 
their annual net incomes allocable to New York, with 
a minimum tax of $25.00. If the tax on income is 
less than a tax equal to one mill on each dollar of 
issued capital stock allocated to New York, (par value 
if the stock has a par value and actual value if it is 
no-par stock) a tax based on capital stock is payable 
in lieu of a tax based on income. This tax law, con- 
stituting Article 9-A of the New York Tax Law, was 
adopted in 1917. The original statute has been fre- 
quently amended. 


The tax does not apply to public utility corpora- 
tions, banks, and other financial corporations, insur- 
ance companies, holding companies, and real estate 
corvorations. Banks and other financial corpora- 
tions are taxable under a senarate income tax stat- 
ute and the other classes of corporations mentioned 
are subject to a tax based on the value of their 
issued capital stock or the gross value of their as- 
sets, and, in certain cases, on the amount of divi- 
dends paid. Joint stock companies and associations 
having transferable certificates of interest and en- 
gaged in business, are taxable the same as corpo- 
rations. 


Returns and Assessment 


The corporation franchise tax is a tax on the 
privilege of holding a corporation charter from the 
State of New York or, in the case of a foreign cor- 
poration, on the privilege of doing business in New 
York, for the taxable year beginning November first. 


A corporation subject to the tax must ordinarily 
file a return on or before July first, setting forth its 
net income for its last fiscal year ended prior to 
July first and the amount of the outstanding capital 
stock as of the date the report is filed. If, however, 
it has not filed its Federal return by June first, it 
has thirty days after the filing of its Federal return 
within which to file the State return. For example, 
a corporation whose fiscal year ends October 31, 
1930, is not required to report its income for that 
year for the purpose of New York tax until July 1, 
1931, and if, under extensions obtained from the 
Federal authorities, it does not file its Federal re- 
turn until July 15, 1931 it would have until Aug. 15, 
1931 within which to file the New York return. The 
tax is ordinarily assessed about December 15th fol- 
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lowing the filing of the return, and must be paid 
within thirty days after the date of the assessment 
notice. 


The tax assessed on the basis of the return is not for 
the current tax year within which the return is filed, 
but is for the succeeding tax year, November Ist to 
October 31st. Consequently, if the corporation 
gives up its franchise, or, in the case of a foreign 
corporation, ceases to do business in New York, prior 
to November Ist of the year for which the tax is to 
be imposed, the State Tax Commission will, upon 
proof of such fact, withhold or cancel the assessment 
based on the return filed. If, however, the franchise 
is retained or the business is continued beyond No- 
vember lst, no matter for how short a period, the 
tax is payable in full and no part of the tax will be 
abated or refunded. 


For the period from the date of its incorporation 
or qualification in New York to the succeeding No- 
vember first a corporation is not subject to franchise 
tax. Consequently, it is advisable, other things 
being equal, to postpone the incorporation or quali- 
fication of a corporation in New York until immedi- 
ately after November first, so as to have the longest 
possible period of exemption from New York 
franchise tax. For the second tax period (the first 
full year) of a newly-organized corporation, the tax 
is necessarily based on the issued capital stock only, 
because the corporation will ordinarily not have 
closed its first fiscal year prior to the time the re- 
turn is due, and hence will have no net income to 
report in its first return. To illustrate: A corpora- 
tion is organized December 10, 1929, and closes its 
first fiscal year on November 30, 1930. It files no 
return and is not taxable for the first tax year, No- 
vember 1, 1929 to October 31, 1930, except for the 
organization or license tax incident to incorporation 
or obtaining authority to do business in the State. 
It will be taxable for the tax year November 1, 1930 
to October 31, 1931, and will file a return in advance 
for this year, on July 1, 1930. But since the corpo- 
ration’s first fiscal year will not have closed prior 
to July 1, 1930, the return will show merely the cor- 
poration’s issued capital stock as of July 1, 1930, 
and the tax for 1930-31 will be based exclusively on 
this capital stock. For the third tax year (Nov. 1, 
1931 to Oct. 31, 1932) the tax will be based on the 
net income (if the tax on net income will exceed 
that on issued capital stock) for the corporation’s 
fiscal year ended November 30, 1930. 


Method of Computing Taxable Income 

The starting point in determining the net income 
on which the New York tax is based, is the net in- 
come shown by the corporation’s Federal income tax 
return. To the net income as computed for Federal 
income tax purposes, is added certain income which 
is exempt from Federal tax but is subject to New 
York income tax. The principal items of such in- 
come are dividends from corporations incorporated 
in the United States and interest from Federal, State 
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or municipal bonds. Cases are now pending in the 
courts on the question of whether New York may 
properly include the interest from Federal bonds. 
The New York law also does not allow the $3,000 
exemption permitted by the Federal law in the case 
of corporations having an income not exceeding 
$25,000, nor does it allow a corporation to offset 
against its income for one year, net losses sustained 
in the preceding two years, as does the Federal law. 

In order to prevent corporations from unduly 
reducing their net income and taxes by payment of 
disproportionately large salaries to officers and/or 
stockholders, the New York legislature has recently 
amended the New York tax law to provide that in 
computing the net taxable income subject to New 
York income tax, there cannot be deducted for sal- 
aries to officers and to stockholders holding 5 per 
cent or more of the company’s stock, an amount 
which exceeds the sum of $5,000 and 70 per cent of 
the corporation’s net income after deducting the said 


$5,000. 


To illustrate: 
Net income after deducting full amount 





Ro aes aacue Ok cusses iia $ 10,000 
Officers’ and stockholders’ salaries ........ 95,000 
Net income before salary deduction ...... $105,000 
Flat deduction for salaries ....$ 5,000 
70% of remaining $100,000 .... 70,000 
Allowable deduction for salaries ........ 75,000 
INet tamaGle MEOME |< <5 ci. ccd bcedcnwseeen $30,000 


There is some question as to the constitutionality 
of this provision, but it will probably be several 
years before this question of constitutionality is 
passed upon by the Courts. There is no way in 
which payment of the tax can be postponed pend- 
ing final Court action on the question. 


In case the net income reported for Federal in- 
come tax purposes is later revised by the Federal 
tax authorities, the corporation must, if there is an 
increase, and may, if there is a decrease, report the 
amount of such increase or decrease to the New 
York State Tax Commission, and must pay an addi- 
tional tax or is entitled to a refund equal to 4% per 
cent of such increase or decrease. 


Allocation of Income of Corporations doing Busi- 


ness Both Within and Without the State 


In the case of a corporation, whether domestic or 
foreign, whose income is attributable in part to 
sources within and in part to sources outside New 
Yo k, only part of its net income is taxable. The 
proportion of the net income allocated to and taxed 
by New York is that proportion which the aggre- 
gate of the items listed under (A) below bears to 
the aggregate of the items listed under (B) below: 


(A) 1. The value of the real property and tangible 
personal property owned by the corporation 
within New York State. 

2. The value of bills and accounts receivable 
arising from 
(a) Sales, wherever consummated, of mer- 


chandise manufactured in New York by the 
corporation; 
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(b) Sales of the corporation’s personal prop- 
erty located within the State at the time of 
receipt of the order; 
(c) Sales of the corporation’s merchandise 
located outside the State, other than at a place 
at which the corporation maintains a perma- 
nent or continuous business, if the order for 
the merchandise was received or accepted by 
the corporation in New York; 
(d) Services performed, including sales on 
commission of property not owned by the cor- 
poration itself, by a representative of the cor- 
poration connected with, sent from or reporting 
to any officer or office located in New York. 
3. A proportionate part of the value of the stock 
of other corporations owned by the corpora- 
tion; the proportion of the value of each of 
said stocks allocated to New York being such 
proportion as the physical assets of such other 
corporation in New York bear to its total 
physical assets.* 


(B) 1. The value of all the real property and tangible 


personal property of the corporation wherever 
located; 


2. The value of all bills and accounts receivable 
arising from the sale of personal property 


owned by or from services performed by the 
corporation; 


3. The value of all stocks of other corporations 
owned by the corporation. 
Value as used above means the “average monthly 


value,” during the fiscal year on which the report is 
based. 


Administration and Appeal 


The administration of the New York State tax 
laws is in the hands of a Commission of three mem- 
bers sitting at Albany, N. Y. 


There is no limitation on the period within which 
additional assessments may be made by the Commis- 
sion, but no interest is payable on additional assess- 
ments if promptly paid on receipt of the assessment 
notice. The corporation has one year after assess- 
ment of the tax within which to make application 
for a redetermination of the tax and refunding of 
any over-payment found to have been made. No 
interest is paid on amounts refunded. 


In case of the proposed assessment by the Com- 
mission of an additional tax beyond that called for 
by the return, the Commission usually grants a 
hearing in Albany or New York City. If the Com- 
mission’s ruling, after the hearing, is unfavorable, 
there is no semi-judicial body, similar to the United 
States Board of Tax Appeals, to which an appeal 
can be taken by the taxpayer from the proposed 
assessment. The tax must be paid and an application 
for refund filed for its recovery. 

If the application for refund is rejected, the corpo- 
ration has eighty-two days after receipt of notice 
of the rejection of its claim within which to notify 
the Commission of its intention to bring suit for the 
recovery of the tax, and has eight additional days 
within which to bring the suit. Suit is brought by 
certiorari proceedings in the Appellate Division, 
Third Department, of the New York Supreme Court, 
sitting at Albany. The State is entitled to appeal 
as a matter of right to the Court of Appeals (the 
highest Court in New York) if the decision of the 
Appellate Division is in favor of the taxpayer. Ordi- 





*The State Tax Commission obtains from all important corpo- 


rations having physical assets in New York a statement of this 
proportion, . 
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narily, the corporation must obtain permission to 
appeal. If, however, the State statute is alleged to 
violate the Constitution of the United States, and in 
certain other cases, appeal can be taken by the tax- 
payer as of right to the Court of Appeals. 


II. Personal Income Tax 
History and Nature of the Tax 


The New York income tax was substituted for 
the old personal property tax in New York, the 
widespread evasion of which was notorious and 
scandalous. The new tax which was adopted in 1919 
to take effect as of January 1, 1919, was modelled 
after the income tax provisions of the Federal Rev- 
enue Act of 1918. It has been frequently amended 
since 1919, often in response to amendments to the 
Federal statute. 


The tax is on the entire net income, wherever 
derived, of individuals resident in New York and 
on certain net income derived from New York 
sources by nonresident individuals. As under the 
Federal statute, the distributable income of trusts 
is taxable to the beneficiaries; trusts and decedents’ 
estates are taxable as individuals with respect to 
any income not distributed to the beneficiaries, and 
the income of partners is taxable to the individual 
partners. 


An exemption of $4,000 to a married couple (to 
be taken by either spouse or divided at their elec- 
tion) or head of a family and an exemption of $2,500 
to a single person is allowed. The taxpayer is al- 
lowed a further exemption of $400 for each person 
(other than a spouse) dependent upon the taxpayer, 
if such dependent is under eighteen or is incapable 
of self-support because physically or mentally de- 
fective. The rate of tax is 1 per cent on the first 
$10,000 of taxable net income, 2 per cent on the next 
$40,000 and 3 per cent on all over $50,000. 


Returns and Assessment 


The system of returns and self-assessment is 
exactly the same as under the Federal statutes, ex- 
cept that the calendar year return must be filed on or 
before April 15th (instead of March 15th) and the 
return for a fiscal year other than that ending De- 
cember 31st, must be filed on or before the 15th day 
of the fourth month after the close of the fiscal year. 
The entire amount of the tax must be paid at the time 
the return is filed. 


Non-Residents 
The statute defines a resident as one who is domi- 
ciled in New York or one who maintains a perma- 
nent abode in New York and spends in the aggregate. 


more than seven months of the tax year in the State. 
Others are non-residents. 


Interest from bank deposits in New York, inter- 
est from bonds or dividends on stock of companies 
incorporated in New York and profits from the sale 
in New York of intangible personal property, in- 
cluding stocks and bonds, are not taxable to a non- 
resident unless the income comprises part of the 
income of a business conducted in New York by the 
non-resident, or by a partnership of which he is a 
member. 3usiness income derived from New 
York, income from personal services in New York 
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and rents derived from, or profits from the sale of, 
real estate located in New York are taxable to a 
non-resident. 


Deductions are allowed to non-residents only to 
the extent that such deductions pertain to income 
arising from New York sources. 


Income, Deductions and Credits 


The items of taxable income and deductions are 
set forth in detail in the New York statute as they 
are in the Federal Act. Although certain constitu- 
tional limits which restrict Congress in imposing 
a Federal income tax do not apply to the State, (New 
York could, for example, tax stock dividends) the 
provisions as to income and deductions are very 
largely the same in the two Acts. The major dif- 
ferences are as follows: 


Income 


Federal 


Dividends from domestic Subject only to 
corporations surtax 


Interest on Fourth Lib- Subject to sur- 

erty Bonds & Treas- tax except for 

ury Certificates small exemp- 
tion Exempt 


Income Item 


New York 


Fully Taxable 


Interest on State. and 
Municipal bonds (other 
than New York) 


Salaries State employees Exempt 


Exempt Taxable 
Taxable 


Federal em- 
Taxable 


Salaries 


ployees Exempt 


Deductions 
Item of Deduction Federal 


Net business loss of one 
year trom income of 
succeeding two years Allowed 


Allowed 


New York 


Not allowed 


State income taxes Not allowed 


Interest paid to carry 
tax-exempt securities Not allowed 


Reserve for bad debts Allowed 


Loss on so-called “wash 
sales” Not allowed 


Special depletion allow- 
ance frequently in ex- 
cess of cost, for mines 
and oil wells 


Allowed 
Not allowed 


Allowed 


Allowed Not allowed 


Credits against Tax 
Item of Credit Federal 


Tax withheld at source 
on so-called “tax-free 
covenant bonds” 


New York 


Allowed Not allowed 


Tax paid by citizen to 
foreign governments 
on income derived 
from foreign sources, 
not exceeding amount 
of U. S. tax on this 
income 


Allowed Not allowed 


Tax paid by non-resi- 
dent to other State of 
U. S. or foreign coun- 
try on income from 
New York Not allowed Conditionally al- 
lowed 

(Continued on page 388) 
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Allocation of Expenses Between 
Taxable and Nontaxable Income 


By RussELL G. RoceErRs * 


N INTERESTING and important question 
AN arises as the result of the recent practice of 
“* “revenue agents in disallowing a portion of cer- 
tain expense deductions where the taxpayer has 
both taxable and nontaxable income. For example, 
where a taxpayer has gross income of $100,000. of 
which $50,000 is derived from tax-exempt securities, 
it is contended that only one-half of the ordinary 
and necessary expenses in earning his income may 
be deducted. Likewise, where substantially the en- 
tire income of a taxpayer is derived from invest- 
ments and dealings in securities, and it is neces- 
sary for the taxpayer to maintain 
an office and incur other expenses 
for the management of his affairs, 
it is asserted by the revenue agents 
that the deductions for such ex- 
penses cannot exceed the same pro- 
portion of the expenses as the 
taxpayer’s taxable income bears to 
his total income. 

In connection with the second ex- 
ample, it must be regarded as set- 
tled that where substantially the 
entire income of a taxpayer is re- 
ceived from investments and deal- 
ings in securities the taxpayer is 
carrying on a trade or business 
within the meaning of the statute; 
otherwise, there would be no right to 
deduct even that portion of the ex- 
penses allocable to taxable income. 
This article, however, deals with 
those cases where a disallowance of 
a portion of the expenses claimed is 
not due to the fact that such ex- 
penses were not ordinary or neces- 
sary, but solely due to the fact 
that the taxpayer had some tax- 
exempt income. 

The statute is clear and unambiguous. 
23 of the Revenue Act of 1928 provides: 


In computing net income there shall be allowed as de- 
ductions: 


Section 


(a) Expenses. All the ordinary and necessary expenses 
paid or incurred during the taxable year in carrying on 
any trade or business, * * *. 

Moreover, Article 121 of Regulations 74 provides: 

Business expenses deductible from gross income include 
the ordinary and necessary expenditures directly connected 
with or pertaining to the taxpayer’s trade or business, 
* * * A taxpayer is entitled to deduct the necessary ex- 
penses paid in carrying on his business from his gross 
income from whatever source. 

The government relies on T. D. 2137, of January 
30, 1915, and the decision of the Board of Tax Ap- 
peals in the case of Victor G. Marquissee et al., 11 
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B. T. A. 334, to justify a construction which ignores 
the plain language of the statute. The Treasury 
Decision is to the effect that “expenses incurred 
in earning income which is not subject to tax under 
the income tax law do not constitute allowable de- 
ductions in computing net income from other sources 
which are not taxable under the law.” It must 
be borne in mind that this decision was a general 
interpretation of the first income tax law and, if 
broad enough to cover the precise question here 
involved, must give way to the more recent inter- 
pretations of the statute. It must also be remem- 
bered that a person can be engaged 
in more than one trade or. business, 
from only one of which perhaps he 
derives taxable income. Such was 
the situation in the Marquissee case 
where a member of a partnership 
became a state employee and it was 
held that the expenses incident to his 
occupation as a state employee 
were not ordinary and necessary 
expenses of any trade or business 
from which taxable income was de- 
rived and that therefore the action 
of the Commissioner in disallowing 
such proportion of the expenses as 
the taxable income bore to the to- 
tal income was reasonable and 
proper in the absence of segrega- 
tion. 

The recent General Counsel’s 
opinion, G. C. M. 7668, IX-17-4610, 
limits the application of the Mar- 
quissee case and holds squarely that 
the disallowance as a deduction of 
a portion of the non-segregated 
business expenses solely because 
of the existence of some tax exempt 
income is improper. That memorandum was directed 
particularly to the question as to whether a part of 
the deductions for business expenses claimed by a 
bank was properly disallowed on the ground that 
the bank had some tax exempt income and reads, 
in part, as follows: 

The question presented is whether, in the event actual 
segregation is not made of the expenses incurred in con- 
nection with all tax-exempt income, the method used in the 
Marquissee case should be followed in all cases where a 
taxpayer receives tax exempt income in connection with 
which there has necessarily been a certain amount of 
expenses incurred in the securing of the tax exempt in- 
come. ‘£2. es ee 


The Marquissee case does not appear to be applicable to 

a case such as the instant case. The decision in that case 

is that the expenses incident to the occupation of a state 

employee are not ordinary and necessary expenses of any 
(Continued on page 387) 


















































































































































































































































Net Losses 


By Puit D. Moretock* 


SSESSMENT of income taxes on the basis of 
A an average of earnings over a period of years, 
a method which has been followed in Great 
Britain, has had many advocates in this country. 
In support of this plan, from the standpoint of the 
interest of the Government, the argument has been 
made that it would result in a more even and de- 
pendable flow of revenue than is now received and 
would to a considerable extent eliminate tempta- 
tions of tax evasion that are particularly strong when 
a temporary situation makes extraordinarily high 
surtax rates applicable. Furthermore, it has been 
said that this method of assessment 
would operate with more uniform 
equity to taxpayers than taxation 
on the basis of a single year’s in- 
come. 

Notwithstanding a considerable 
amount of agitation at various times 
to obtain public support of the plan, 
it has not been seriously considered 
by Congress. However, the net 
loss provisions of the Revenue Act 
of 1918 and the later Acts are in 
effect a compromise in that direc- 
tion. 

Section 204 of the Revenue Act 
of 1918 provided that a “net loss” 
sustained for a taxable year begin- 
ning after October 31, 1918, and 
ending prior to January 1, 1920, 
was deductible from the net income 
of the preceding taxable year, with 
any excess applicable in the reduc- 
tion of net income for the succeed- 
ing taxable year. This was a 
commendable measure as far as it 
went, but Congress did not anticipate the severe 
business depression soon to follow and did not take 
care of the exigencies for the year of 1920. 


In Stimpson Computing Scale Co. v. Lucas, decided 
December 22, 1927, but not released until April 8, 
1930, the District Court for the Western District 
of Kentucky, in deciding that the corporation or- 
ganized in 1919 and having a net loss in that cal- 
endar year may carry the loss forward as a deduc- 
tion from its income for 1918, interpreted the intent 
of Congress in enacting the net loss provision of 
the 1918 Act as follows: 

The defendant contends that it was the purpose of 
this act to relieve against the heavy taxes of 1918. It 
can not agree with this contention. It seems perfectly 
clear to me that the purpose of the law was to furnish 
some relief from losses which Congress knew would in- 
evitably be sustained during the period extending from 
October 31, 1918, to January 1, 1920, as the result of the 
sudden termination of world-war hostilities. The most 
logical way for Congress to grant relief against this situ- 
ation was to allow this loss to be used as a deduction 
from the net income for other taxable years. It was known, 
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of course, that in 1918 income taxes had reached their 
highest peak, both as the result of inflated values and 
earnings and of the rates applied thereto. So it was the 
most natural thing in the world for Congress, in order to 
give greatest opportunity to absorb the loss sustained in 
1919, to provide that that loss might be deducted from 
the net income of the year when earnings had been great- 
est and taxes the highest—1918. As an evidence, how- 
ever, that the purpose of Congress was to provide relief 
against the loss sustained in 1919, rather than to afford 
relief against the high taxes of 1918, it was provided that 
any net loss of 1919 in excess of the net income for 1918, 
might be deducted from the net income 
of the taxable year 1920. 

It will thus be observed that the 
central idea was to provide some means 
of absorbing the loss of 1919. Further- 
more, the statute expressly declares 
that any taxpayer who has sustained 
a net loss is entitled to the deduction, 
first to be made from the net income 
of the previous taxable year, and any 
excess from the net income of the sub- 
sequent taxable year. The language 
“any taxpayer” is too general for the 
court to restrict it by interpretation to 
mean, as is contended by the defendant, 
any taxpayer in existence or in business 
in 1918. To so construe the statute 
would, it seems to me, amount to judi- 
cial legislation: 

After a careful consideration of the 
section in question, I am satisfied that 
in those cases where ‘the corporation 
was not in existence in 1918, or where 
it was not in business in 1918, the net 
loss sustained in 1919 was deductible 
from the net income in 1920. The great majority 
of taxpayers had more need for relief on account of 
losses in that year than in immediately preceding years, 
but Congress in drafting the Revenue Act of 1921, while 
making a provision similar to that of the Revenue Act 
of 1918 and extending it indefinitely into the future chose 
not to give it retroactive effect so as to cover the year 
1920. 

In substance the 1921 and subsequent Acts pro- 
vide that a net loss, as defined in the statute, for 
any one year may be deducted from the next suc- 
ceeding year’s income and if not thus absorbed the 
excess may be deducted from the succeeding year’s 
income. The Revenue Act of 1928 (Sec. 117 (a) 
6) provides that in computing the net loss for any 
taxable year a net loss for a prior year shall not 
be allowed as a deduction. This was incorporated 
in the statute to prevent nullification of the two- 
year limitation by accumulation of a succession of 
net losses until there was sufficient income to ab- 
sorb them. 

The term “net loss” is a statutory concept and 
applies to a net loss sustained during the taxable 
year in a trade or business regularly carried on 
by the taxpayer. The amount properly allowed, as 
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stated in Regulations 74, may be neither the loss 
reflected by the return filed for the purpose of the 
income tax nor the net loss shown by the taxpayer’s 
profit and loss account. It must be computed ac- 
cording to the statute. “Net loss” is defined in the 
Act of 1928 as the excess of allowable deductions 
under Title I of the Act over the gross income with 
the following exceptions: 


(1) Non-business deductions.—Deductions other- 
wise allowed by law not attributable to the op- 
eration of trade or business regularly carried on 
by the taxpayer shall be allowed only to the ex- 
tent of the amount of the gross income not derived 
from such trade or business; 


(2) Capital losses—In the case of a taxpayer 
other than a corporation, deductions for capital 
losses otherwise allowed by law shall be allowed 
only to the extent of the capital gains; 


(3) Depletion—The deduction for depletion shall 
not exceed the amount which would be allowable 
if computed without reference to discovery value, 
or to paragraph (2) of subdivision (c) of Section 
204; percentage depletion under section 114 (b) 

3); 
; diy Dividends.—The deduction provided for in 
paragraph (6) of subdivision (a) of Section 234 
Section 23 (p) of amounts received as dividends 
shall not be allowed; 


(5) Interest—There shall be included in com- 
puting gross income the amount of interest re- 
ceived free from tax under this title, decreased 
by the amount of interest paid or accrued which 
is not allowed as a deduction by paragraph (2) 
of subdivision (a) of Section 214 or by paragraph 
(2) of subdivision (a) of Section 234 Section 23 
(b) ; 

(6) Net loss not to produce net loss—In com- 
puting the net loss for any taxable year a net 


loss for a prior year shall not be allowed as a 
deduction. 


Because they are by their nature always engaged 
in business corporations have been allowed to de- 
duct net losses under all internal revenue laws be- 
ginning with the 1918 law. The Revenue Act of 
1918 (Section 204 (c)) provided that net losses were 
allowable to members of a partnership and the bene- 
ficiaries of an estate or trust. The Revenue Act 
of 1921 (Section 204 (c)) provided that the benefit 
of a net loss provision should be allowed members 
of a partnership, beneficiaries of an estate or trust 
and to insurance companies subject to tax imposed 
under Section 243 or 246 of that Act. The Revenue 
Act of 1924 (Section 206 (h)) extended the benefit 
of the net loss provision to members of a partner- 
ship, estates or trusts and to insurance companies. 
The Revenue Act of 1926 (Section 206 (g)) con- 
tained the same provision. The Revenue Act of 
1928 (Section 117 (b)) allowed the deduction of 
the net losses to “any taxpayer.” 

The problem of administration with respect to this 
provision has been difficult and has resulted in fre- 
quent recourse to appeals from the determination of 
the Commissioner. It is the purpose of this article 
to cover only the general scope of the subject and 
to point out a few of the issues which have been 
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considered by the Board of Tax Appeals and the 
courts. 


One of the questions in dispute in the case of a 
corporation is whether a net loss for a fractional 
part of a year constitutes a net loss within the mean- 
ing of the statute. There are two significant deci- 
sions of the district courts on this subject and a 


large number of decisions of the Board of Tax Ap- 
peals. 


In the case of the Pennsylvania Chocolate Company 
v. Lewellyn, 27 Fed. (2d) 763, the District Court 
for the Western District of Pennsylvania, June 20, 
1928, decided that where a corporation had obtained 
permission from the Commissioner of Internal Rev- 
enue to change its accounting period from a fiscal 
year to a calendar year basis a net loss sustained 
for the period from February 1, 1919 to December 
31, 1919 constituted a proper deduction from net in- 
come for the preceding year. 

Among other things the Court said: 

The Board of Tax Appeals has, on numerous appeals, 
held that the term “taxable year,” as used in Section 204 
(b), includes a period of less than 12 months, where there 
was a net loss during the first period, which was less than 
12 months, after incorporation of the company, for which 
an income and excess profits tax return was filed. See 
Appeal of Carroll Chain Co., 1 BTA. 38; Appeal of Lynch 
Construction Co., 3 BTA. 313; Durabilt Steel Locker Co. v. 
Commissioner of Internal Revenue, 5 BTA. 239 and other 
cases. That board has also held, where a net loss was 
sustained during a full 12-month period, the loss be ap- 
plied against the preceding period of less than 12 months, 
when that period was the first for which a return was 
filed after incorporation. 

The Board of Tax Appeals has also held that the 
term “taxable year” includes a period of less than 12 
months, where a corporation dissolves within the year, 
and files a return for the number of months in its tax- 
able year prior to dissolution. Bruner Woolen Co. v. Com- 
missioner of Internal Revenue, 6 BTA 881; Appeal of Purity 
Oats Co., BTA 585. 

Notwithstanding these several rulings, and the principles 
apparently involved therein as to the true meaning of 
the term “taxable year,” the Board of Tax Appeals has 
held that such term did not include a period of less than 
12 months, if the taxpayer voluntarily changes its account- 
ing period, even though approved by the Commis- 
sioner. Appeal of Tacoma Grocery Co., 1 BTA 1062; Leland 
Stave Co. v. Commissioner, 6 BTA 882, and other cases. 

The Board seeks to draw a distinction between a tax- 
payer who comes into, or goes out of, existence during 
a taxable year, and one who voluntarily changes his ac- 
counting period, thereby being required to make a re- 
turn for a part of a year which does not include all of 
the income received during the preceding 12 months. The 
opinion seems to be chiefly based on the case of Bankers’ 
Trust Co. v. Bowers (C.C.A.) 295 F. 89, 31 A. L. R. 922. 
I find myself unable to agree with this reasoning or con- 
clusion. The distinction is by no means clear between 
a case where the taxpayer is not in existence for the full 
fiscal or calendar year and a case where, by a voluntary 
change of the accounting period, the return is made for 
only a fractional part of the full year of its existence. 

“Si, ai ee a ie: ae ee Sa a a ee 

It is my conclusion, therefore, that the term “taxable 
year” includes a period of less than twelve months when 
a taxpayer voluntarily, but subject to, and with the ap- 
proval of, the Commissioner, changes its accounting pe- 
riod from a fiscal to a calendar year basis, and that the 
taxpayer is, therefore, entitled to apply the net loss sus- 
tained during that period against the net income for the 
fiscal year ending January 31, 1919. The case of United 
States v. Carroll Chain Company, 8 F. (2d) 529, in the Dis- 
trict Court for the Southern District of Ohio, is in har- 
mony with the conclusion herein reached. 

In the case of the DeHaven Manufacturing Com- 


pany v. United States, 31 F. (2d) 999, the Court held 
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that in order for a taxpayer to receive the benefit 
of Section 204 of the Revenue Act of 1918 the tax- 
able year must fall wholly within the period from 
October 31, 1918 to January 1, 1930, as provided by 
the statute. The decision contains a very complete 
history of the enactment of the first “net loss” pro- 
vision of the income tax law. The Court distin- 
guishes the case of the Pennsylvania Chocolate 
Company, supra, and a number of Board of Tax Ap- 
peals cases with reference to the terms “taxable 
year” and “taxable period” in connection with the 
question at issue. 

Provision for deduction of a net loss resulting in 
the case of a taxpayer having a fiscal year is set- 
tled by statute in the Revenue Act of 1921 and sub- 
sequent Revenue Acts. 

More difficulty in administration of the net loss 
provisions of the law has arisen in their application 
to individual taxpayers, chiefly on account of dif- 
ferences of opinion between the Bureau of Internal 
Revenue and taxpayers as to what constitutes “op- 
eration of a trade or business” within the meaning 
of the statute. 

One of the earliest cases to come before the 
Board of Tax Appeals after its establishment, Ap- 
peal of J. J. Harrington, 1 BTA 11, involved the 
interpretation of the meaning of “trade or Business” 
under the Revenue Act of 1921. The petitioner was 
employed by a mining company on a salary. Dur- 
ing 1921 he made five purchases of securities and 
from one sale of securities had a loss in excess of 
his income. In deciding that this did not institute 
a net loss the Board said: 


The expression trade or business as used in section 
204 of the 1921 Act with reference to net losses is more 
limited and restricted than the word trade as used in 
the 1913 Act or the expression trade or business as used 
in the 1917 Act. The statute provides that the loss, in 
order to be deductible as a net loss, must not only have 
been incurred from the operation of a trade or business 
but from a trade or business regularly carried on. A 
trade or business regularly carried on must be held to 
mean a vocation and not occasional or isolated trans- 
actions. 


In a later case—Appeal of Isadore Finkelstein, 
10 BTA 585—findings were that the petitioner was 
a member of several partnerships operating stores 
selling tobacco, cigars, cigarettes, candy and tobacco 
users’ supplies in job lots. In 1921 the petitioner 
and his partner formed a corporation under the 
laws of New Jersey known as the Empire Tobacco 
Company which conducted a store in Newark, New 
Jersey, selling the same line of goods in the same 
manner as the other stores. In 1923 petitioner and 
his partner organized another corporation known 
as the Imperial Tobacco Company to do business in 
Scranton and Buffalo. The petitioner and his part- 
_ ner paid in the cash for the capital stock of these 
corporations. During 1922 and 1923 petitioner de- 
voted all of his time to the operation of the various 
businesses. Upon liquidation of the Empire To- 
bacco Company petitioner sustained a loss. The 
Board held that the loss was not a “net loss” sus- 
tained from the operation of a trade or business. 

The Board arrived at a like conclusion in the 
Appeal of J. L. Washburn, 16 BTA 1090. The pe- 
titioner was a practicing lawyer until 1911 when he 
retired from the firm with which he was connected, 
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established a separate office and devoted his time 
and attention to a number of corporations in which 
he had become financially interested during his prac- 
tice of law, and many of which he had organized. 
Four of the corporations were timber holding com- 
panies which the taxpayer managed practically alone. 
In order to open up the timber of one of these cor- 
porations petitioner organized in 1913 a railroad cor- 
poration. He was the principal stockholder and 
though not an officer or director managed its affairs. 
He sold his stock in the railroad company in 1922 
at a loss. On appeal CCA-8. 

Some decisions of interest in which the determina- 
tion of the Bureau of Internal Revenue have been 
overruled follow: 

In the Appeal of Lawrence J. Montgomery, 17 BTA 
1308, the petitioner operated a garage and automo- 
bile sales agency. He purchased the stock of an 
automobile manufacturing company in order to ac- 
quire an agency contract. 
loss and the Board held that the loss constituted 
a net loss within the meaning of Section 204 of the 
Revenue Act of 1921. 

In Appeal of Elmore L. Potter, 18 BTA 549, a net 
loss was held to have been sustained by the peti- 
tioner in 1923 in the operation of a business regu- 
larly carried on by him under the definition given in 
the Harrington case, supra, where the loss sustained 
resulted from the sales of his stockholdings in a 
hotel. Briefly the facts were that for twenty-eight 
years the petitioner had been actively interested as 
owner, stockholder, bondholder and manager or man- 
aging director, in various hotel enterprises. The 
hotel in question was owned by a corporation formed 
to rebuild the building after it had burned while 
owned individually by the taxpayer. He owned all 
the common stock except $25,000. par value and 
$100,000.00 of the $250,000.00 par value of the pre- 
ferred stock. When it became necessary to bor- 
row additional capital the lender required that 50 
per cent of the common stock belonging to the 
taxpayer be turned over to him. Subsequently the 
petitioner became involved in litigation relative to 
the loan. The outcome of which was the sale in 
1923 by the taxpayer to his opponents of his stock- 
holdings at a considerable loss. 

In a relatively recent decision, Gerald Hughes v. 
Commissioner of Internal Revenue, 38 Fed. (2d) 755, 
the Circuit Court of Appeals, Tenth Circuit, made 
a clean-cut interpretation of the meaning of a “trade 
or business” under the Revenue Act of 1921. Since 
a trade or business under the 1921 Act is the same 
as under the subsequent acts, the decision is note- 
worthy. The opinion says: 

Considering the manifest intention of Congress to re- 
strict the application of the section, and the evident pur- 
pose of the law, it is our opinion that the section has no 
application to wage-earners, salaried or professional men. 
Wage-earners and salaried men may be out of work and 
subject to no tax. But, employing no capital in their 
“trade or business regularly carried on,” they suffer no 
net losses that should be carried over to other years. 
Collections may be poor for doctors and lawyers; but 
the sick must be treated in good times and bad; the 
service of lawyers are sought in bankruptcy and receiver- 
ships and litigation in hard times, as they are sought in 
other matters in times of prosperity. The capital of 
doctors and lawyers is limited to instruments and li- 
(Continued on page 389) 
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Computation of Earned Income Where 
Partnership Income is Involved 


NSTRUCTIONS and illustrations for computing 
the credit for earned income under the Revenue 
Act of 1928 where partnership income computed 
on the basis of a fiscal year is reported have been 


issued by the Bureau of Internal Revenue as fol- 
lows? : 

In connection with the audit of the individual returns 
filed on Form 1040 for the calendar year 1929, where part- 
nership income computed on the basis of a fiscal year 
ended in 1929 is reported, the tax shall be computed as 
provided in Section 182(b) of the Revenue Act of 1928. 
Under this section of the Act the share of the fiscal- 
year income derived from a partnership which is attribut- 
able to 1929 shall be added to the other income of the 
partner for the calendar year 1929, and taxed at the lower 
normal tax and surtax rates applicable to 1929, and the 
share of the partnership income attributable to 1928 shall 
be taxed at the next higher normal tax and surtax rates 
applicable to 1928. In determining the credit for earned 
income on such returns, the earned net income allowed 
an individual shall first be allocated to 1928 and 1929 on 
the basis of the actual earned net income attributable to 
each of the years, and then a tax shall be computed on 
the amounts of the allowed earned net income allocated to 
the two years in the same manner as if such amounts 
constituted the taxpayer’s entire net income for the tax- 
able year. 

To illustrate, if an individual entitled to a personal ex- 
emption of $3,500 made a return for the calendar year 1929 
and reported $4,000 as commissions earned in his individual 
capacity, $36,000 as his share of the profits from a law 
partnership which made its return for the fiscal year ended 
August 31, 1929, and $14,000 as an individual loss, his tax 
would be $960, computed as follows: 


Income taxable at 1928 rates. Income taxable at 1929 rates. 




















Partnership income...... $12,000 Commissions ............ ,000 
Personal exemption...... None. Partnership income...... 24,000 
Balance taxable at 5 per MPs pate ee + str 28,000 
er 12,000 AR, Sa eee 14,000 
Normal tax on $12,000... 600 , 
Surtax on $26,000, less - Net income........ 14,000 
surtax on $14,000 .... 540 Personal exemption ...... ’ 
Tax at 1928 rates........ 1,140 WG x ictisce 10,500 
Tax at 1929 wates........ 240 Normal tax on $10,500. po 200 
ET eae ee 1.380 Surtax on $14,000 Ps aie. e ects 40 
Credit for earned income. 420 re 240 
Balance of tax..... 960 § 


The credit of $420 for earned net income is determined 
as follows: 


Portion of $30,000 allo- 
cable to 1928 
Personal exemption ..... None. 


Credit allowed, limited to 
25 per cent of $1,680 .. $ 420 
Portion of $30,000 allo- 

















cable to 1929 ........ 21,000 
a Lo gad at 9.000 Personal exemption ..... 3,500 
Normal tax on $9,000 | a 450 Belenee: 6 17,500 
Surtax on $30,000, less <a 
surta> ma MOO... 5<\ 610 Normal tax on $17,500... 480 
maipenrbx st Surtax on $21,000....... .270 
Tax. a€, 3926 eutes........... 1,060 
Tax: at 2629 yates. ....:<. 750 Total tax at 1929 
RS ot si 750 
MD oaivieaeace xe9 1,810 


In the above computation it will be noted that the tax- 
payer is entitled to claim the maximum earned net in- 
come of $30,000, which is allocated to 1928 and to 1929 
on the basis of the actual earned net income attributable 
to 1928 and to 1929, respectively; thus 12/40 of $30,000, or 
$9,000, is allocated to 1928, and 28/40 of $30,000, or $21,000, 
is allocated to 1929. The earned income credit, instead of 
being 25 per cent of $1,810, the tax on the allowed earned 
net income, is limited, pursuant to Section 31(b) of the 
Revenue Act of 1928, to 25 per cent of $800, the tax- 
payer’s normal tax, plus 25 per cent of $880, the surtax 
that would be payable if the allowed earned net income 
constituted the taxpayer’s entire net income. 

1 Mim. 3819: IX-34-4755. 
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The above method should be followed when computing 
the earned income credit on all returns filed for the cal- 
endar years 1929 and 1930 where income is reported from 
a partnership the income of which is computed on the 
basis of a fiscal year. 


Any correspondence in regard to this mimeograph should 


refer to the number of the mimeograph and the symbols 
I'T:E:RR. 


North Carolina Chain Store Tax Held 
Valid by State Supreme Court 


HE North Carolina chain store tax law, which 

imposes a license tax of $50 annually on each 
unit of chain and branch store organizations, has 
been held constitutional by the North Carolina 
Supreme Court. 

The state bill reached the Supreme Court on ap- 
peal by the Great Atlantic & Pacific Tea Co. and 
others from a ruling by John R. A. Nunn in Wake 
County Superior Court in November, 1929. The 
other stores joining in the appeal included David 
Pender Grocery Co., Rose’s 5, 10 and 25 cent stores, 
F. W. Woolworth Co., J. C. Penney Co., G. R. 
Kinney Co., Milner Stores, Montgomery Ward & 
Co., Merit Shoe Co., National Bellas Hess Co., 
McClellan Stores Co., M. Samuels & Co., L. B. Price 
Mercantile Co., Acorn Stores, Sears, Roebuck & Co., 
A. C. Fite, Melville Shoe Corp., W. T. Grant Co. 
and Carolina Stores. 

The chain store tax was passed by the 1929 legis- 
lature and the chain stores sought to recover the 
tax paid under protest for the year beginning June 1, 
1929. The amount involved for that year is around 
$35,000. Many stores, including the big local chains, 
offered no protest. 

The chain store organizations claimed that the 
tax violates the uniformity clause of the North 
Carolina constitution and that it also violates pro- 
visions of the Federal constitution. The Supreme 
Court held that it violates neither state nor Federal 
constitutions. 

The law is applicable to all concerns with more 
than one store. A similar law, but with the tax 
starting with the sixth store, passed three years ago, 
was held unconstitutional by the state courts. 

It is presumed that the chain organizations will 


carry the present case to the United States Supreme 
Court. 


Bank Holding Companies Taxable Same as 
Ordinary Corporations in Minnesota 


HE Northwest Bancorporation and the First 

Bank Stock Corporation, both of which are Dela- 
ware corporations, are taxable in Minnesota as or- 
dinary foreign corporations and not as_ banks, 
according to an opinion rendered by W. K. 
Montague, Assistant Attorney General of the State 
of Minnesota, at the request of the Minnesota Tax 
Commission. 

Such companies, the opinion holds, should make 
the personal property tax return required of cor- 
porations by state law, but they need not return 
for purposes of taxation, stocks which they hold in 
Minnesota banks which are subject to the Minne- 
sota bank stock tax. The tax, though paid by the 
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bank, is regarded as a tax against the shareholder, 
and the payment of it exempts such shares from 
further taxation. 

As to the situs, for purposes of taxation in the 
State of Minnesota, of stocks and other securities 
held by these corporations in state banks or other 
financial companies located outside of the state, 
the opinion was given that these questions will 
have to be disposed of as they arise on full informa- 
tion as to the methods of doing business adopted by 
the corporations and other pertinent facts and cir- 
cumstances bearing thereon. 

In the matter of the tax liability of the shares 
of these corporations in the hands of owners thereof, 
the opinion points out that under Minnesota law 
shares of corporate stock are taxed as moneys and 
credits, and further says: 

Many difficult questions arise in attempting to deter- 
mine what part of the property of the corporation must be 
taxed in this State in order to exempt the shares in the 
hands of the holders thereof. Without exact information 
as to the assets of the corporations in question and the 
proportion of the total assets which are taxable in Minne- 
sota, it is impossible to give a definite answer to your 
question. It may be that by this method of doing business 
all the property of the corporations in question (other 
than their exempt property) has been given a business 
situs in this State which would support taxation thereof. 

The most definite answer we can give is that if sub- 
stantially all of the property of these corporations (other 
than their exempt property) is subject to taxation in 
Minnesota, the shareholders of such corporations should 
not be taxed on their shares. It is not the policy of the 
State to tax both a corporation on its entire property and 
also the shareholders on the interest therein as represented 
by the stock. When a corporation has paid a tax on all 
its property, the State considers that its tax obligation, and, 


thereby also, the tax obligation of its stockholders, has 
been discharged. 


Internal-Revenue Collections for Fiscal 
Year 1930 Show Gain Over 1929 


HE preliminary statement of internal-revenue 

collections for the fiscal year ended June 30, 
1930 shows receipts from all sources to have 
been $3,040,145,733.17. This was an increase of 
$101,091,357.74 over the previous fiscal year. 


Receipts, by general sources corresponding to the 
titles of the Revenue Acts of 1926 and 1928, for 
the two fiscal years were as follows: 


General Sources 1929 1930 


Income $2,331,274,428.64 $2,410,259,230.28 
Estate ... 61,897,141.48 64,769,625.04 
Cigars, tobacco etc..... 434,444,543.21 450,339,060.50 
Admissions and dues... 17,328,310.47 16,751,759.51 

Excise tax, manufac- 
turers 5,711,550.04 2,664,652.34 
635,649.06 


Special taxes, incl. cap- 
ital-stock tax ... 6,561,631.61 
64,173,530.84 77,728,669.90 
5,301,818.87 


Stamp taxes 
Miscellaneous taxes .... 4,886,510.68 
$2,939,054,375.43 $3,040,145,733.17 





Income tax payments by corporations and in- 
dividuals for the two years were: 
1929 1930 


. .$1,235,733,256.24 $1,263,414,466.60 
1,095,541,172.40 1,140,844,763.68 


$2,331,274,428.64  $2,410,259,230.28 


Corporations 
Individuals 
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During the fiscal year 1930 tax refunds paid 
amounted to $126,836,332.22. This debit was offset 
by additional assessments totaling $303,055,026.98. 
The total amount of refunds of taxes erroneously or 
illegally collected which were made during the past 
14 years, namely, $1,254,317,890.62, is approximately 
23 per cent of the total of additional assessments 
($5,345,202,277) which have been made during the 
same period, the report says. 


Broader Jurisdiction of Board in Special 
Assessment Cases Approved by A. B.A. 


T ITS annual meeting held at Chicago in ‘August, 
this year, the American Bar Association approved 
an amendment of Section 3226 of the Revised Stat- 
utes, as amended, to give jurisdiction to the Board 
of Tax Appeals in cases where no deficiency has 
been found by the Commissioner but where appli- 
cation for special assessment has been denied. 
The proposed bill, as presented by the Special 
Committee on Federal Taxation of the American 
Bar Association, was published in the September 
issue of the Nationa Tax MaGazIne, p. 337. As 
a result of action taken when the tax committee’s 
recommendation was considered, the phraseology 
of the final draft of the proposed bill is subject to 
change. The nature of the possible modification is 
indicated by a resolution which was adopted at the 
meeting and the discussion in connection therewith, 
a report of which follows: 


Mr. HucH Satrertet, of New York: Mr. Chairman 
and Members of the Association—The principal recom- 
mendation of the Committee on Federal Taxation is with 
reference to the extension of the jurisdiction of the United 
States Board of Tax Appeals. That Board of Tax Ap- 
peals has already proved its usefulness to the taxpayers 
and to the Government. ; 

At the present time, however, its jurisdiction is limited 
to cases which in fact have been initiated by the Treasury 
Department of the Government. In other words, it is 
entitled to have before it only proceedings in which de- 
ficiency in taxes has been asserted by the Government. 

Where a taxpayer has overpaid his tax and seeks to re- 
cover, if the Treasury Department denies his claim, he is 
relegated to the Court of Claims or to the United States 
District Court. 

I think I might safely say that most well-informed tax- 
payers would prefer to go before the expert opinion of the 
Board of Tax Appeals in connection with claims for re- 
fund, as well as for claims in deficiency in taxes which are 
made against them. 

Therefore, this committee recommends that the follow- 
ing resvdlution be adopted: 


“RESOLVED, That the American Bar Association 
adopts and approves a bill submitted herewith by the 
Special Committee on Federal Taxation, ‘To amend 
Section 3226 of the Revised Statutes, as amended, relat- 
ing to limitations upon suits and proceedings by tax- 


payers,’ a copy of which is attached to its report as 
Appendix A.” 


CHAIRMAN Lonc: You have heard the recommendation 
of the committee, which is its recommendation No. 2. 
Are you ready for the question? 


Mr. CLARENCE Goopwin, of Illinois: Mr. Chairman and 
Members of the Association—I sought diligently for the 
Chairman of the Committee, and had I been able to find 
him, I do not think I would be required to interrupt the 
proceedings at the present moment. 


I heartily approve the principle of the recommendation 


by the Committee, and approve the thought expressed in 
the report. 
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There is one point, however, where I think the Com- 
mittee is in error. It says: 


“While your committee is not altogether sure that 
the Association should support a grant of additional 
jurisdiction to the United States Board of Tax Appeals 
limited to special assessment cases, with respect to 
which a bill has been introduced in the Senate, never-.. 
theless, if, as recommended by your committee, the 
United States Board of Tax Appeals be given general 
jurisdiction over actions for the refund of federal 


taxes, this special class of special assessment cases will 
share in the benefits.” 


The law as it exists at the present time gives a right 
of review where the Commissioner denies an application 
for special assessment, and there is a deficiency, but the 
law does not give a right of review where the Commis- 
sioner finds no deficiency but denies the application. 

You see, gentlemen, that where the taxpayer reports 
the full amount of his taxes and applies for special assess- 
ment, he has no right of review at the present time, but 
where the taxpayer or corporation understated its taxes 
it has a right of review. 

The law at the present time discriminates in favor of 
the taxpayer who has understated his taxes and against 
the taxpayer who has reported the full amount, or an ex- 
cessive amount of taxes. 

Now, the bill is supposed to cover that class of cases, 
but all the bill does is to place certain limitations on the 
right to bring an action for a refund, and then says that 
the Board of Tax Appeals shall have the same jurisdiction 
as the Federal courts. The United States Supreme Court 
has always said that in the case to which I allude, the 
Board of Tax Appeals and the courts have no jurisdiction, 
and therefore, as the courts have no jurisdiction, you are 
not conferring any jurisdiction upon the Board of Tax 
Appeals. 

There is a section of the act that asserts that the act 
shall apply to all claims acted upon by the Commissioner 


_but it is perfectly apparent that according to accepted 


rules of statutory construction, that it does not go to the 
extent of including jurisdiction which at the present time 
is denied both to the courts and the Board. 

If you are going to make it sure under the rules of 
er construction, you must make your intention 
plain. 

Now, I would like to add to the resolution and to the 
recommendation contained for this bill a recommendation: 


That the bill be so amended as to specifically include 
special assessment cases. 


Mr. SatrerteeE: If I may say a word in response to 
Judge Goodwin—the bill was certainly intended to cover 
special assessment cases, and if he thinks it does not cover 
such cases, it should be amended to cover them. So I am 
in favor of the amendment. 

Mr. Goopwin: “And be it further resolved, that if 
there is a doubt as to whether the bill as drafted includes 
special assessment cases, it be modified to expressly cover 


them.” Is that acceptable, Mr. Chairman, to the Com- 
mittee? 


Mr. SATTERLEE: Yes, 


Mr. Goopwin: Then I second the motion for the 
adoption of the report. 


CHAIRMAN Lonc: The gentleman from Illinois offers 
an amendment to the recommendation of the Committee, 
that it be amended so as to include special assessment 
cases. The amendment is accepted by the Chairman of 
the Committee. All those in favor of the recommenda- 
tion as amended will say “Aye.” Contrary, “No.” The 


Ayes have it and the bill is approved with the amendment 
recommended. 


Supreme Court Review of State Tax 
on Interstate Buses Sought 


HETHER the State of Tennessee has power to 
impose a license tax on buses operated in inter- 
state transportation is a question which Interstate 
Transit, Inc., a company operating buses between 
Cincinnati and Atlanta via Louisville, Ky., and 
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Nashville, Tenn., seeks to have determined by the 
United States Supreme Court. 

The case is entitled IJuterstate Transit, Inc. v. 
Lindsey, No. 358. The Supreme Court of the State 
of Tennessee decided that the tax is not beyond 
the taxing authority of the state. The basis of the 
Tennessee levy is carrying capacity and in the case 
of each bus carrying over 20 passengers, and not 
less than 30 passengers, amounts to $500 per annum. 
The appellant in this case operates eight buses, each 
having a carrying capacity of 29 people. 


Court Decisions 


Assignment of Royalty Interests to Wife Held Ineffec- 
tive—Assignment to taxpayer’s wife of an undivided one- 
half interest in oil and gas royalty interests then existing 
or to be received in future, without transfer of title to the 
land, is an effective transfer as to royalty interests then 
in existence so that income therefrom is taxable to the 
wife; but as to future leases, the transfer of royalty in- 
terest is not effective until production, at which time in- 
come tax liability will have attached, so that income will 
be taxable to the husband—United States Circuit Court 
of Appeals, Tenth Circuit, in J. V. Leydig v. Commissioner. 
No. 230. June term, 1930. Decision of the Board of Tax 
Appeals, 15 BTA 124, affirmed. 


Bad Debts.—Deductions for bad debts were allowable 
in 1921 and 1922 with respect to advances made by the tax- 
payer to a pool to be used for taking from a bank in which 
he was director certain questionable notes collection of 
which was to be attempted by the trustee of the pool. De- 
velopments as to the makers of the notes during 1921 and 
1922 established the worthlessness of their notes during 
those years, and the consequent mental charge-off by the 
taxpayer who kept no books is held sufficient as to that 
feature.—United States Circuit Court of Appeals, Eighth 
Circuit, in E. B. Stephenson v. Commissioner of Internal 
Revenue. No. 8661. May term, 1930. Decision of Board 
of Tax Appeals, 13 BTA 311, reversed. 


Business Expense.—Amounts set aside pursuant to a 
resolution of the Industrial Commission of Utah by a 
self insurer under the Utah Workmen’s Compensation Law 
equal to the premiums it would have been required to pay 
if insured with the State Insurance Fund are not deductible 
as a business expense under Sec. 234 (a) (1), 1918 and 
1921 Acts, such amounts not having been actually ex- 
pended.—United States Circuit Court of Appeals, Tenth 
Circuit, in Spring Canyon Coal Company v. Commissioner. 
Nos. 256 and 257. June term, 1930. Decision of the Board 
of Tax Appeals, 3 BTA 189, in effect affirmed. 


Capital Stock Tax.—Although a Massachusetts real es- 
tate trust would ordinarily be liable to capital stock tax, 
the relief provisions of Sec. 704 (a), 1928 Act, are con- 
strued so as to permit recovery of capital stock taxes 
paid for the fiscal years 1921 to 1926. The trust, having 
filed income tax returns as a strict trust, and having been 
taxable as a trust for income tax purposes, under the said 
relief provisions it was also entitled to relief from capital 
stock taxes even though it filed no capital stock tax re- 
turns.—District Court of the United States, District of 
Massachusetts, in Robert H. Gardner, Jr. and John G. Pal- 
frey, Trustees under Agreement and Declaration of Trust, 
June 1, 1910 v. U. S. of America. Law No. 2971. 


Deductions from Gross Income.—Board’s finding that 
the cost of a patent for depreciation purposes was $75,000, 
although acquired for $250,000 par value stock of a new 
corporation, is sustained where it is shown that the in- 
corporators themselves did not consider the stock to be 
worth par. 


Experimental expenditures on a patent are disallowed 
as a deduction where the evidence fails to show whether 
they increased the capital value of the patent. 

A reasonable allowance should be made for depreciation 
of the cost of organizing a corporation, over the twenty- 
year period of its charter—United States Circuit Court 
of Appeals, Tenth Circuit, in Hershey Manufacturing Com- 
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pany v. Commissioner. No. 214. June term, 1930. Decision 
of the Board of Tax Appeals, 14 BTA 86/7, affirmed. 


Delinquent Returns Prepared for Tax Payer by Deputy 
Collector, Validity of —Delinquent returns prepared by a 
deputy collector for the yéars 1918 to 1923 for a citizen 
resident in Germany are held valid, regardless of whether 
the Alien Property Custodian or some one else was re- 
sponsible for the filing of returns for the years in ques- 
tion, inasmuch as Section 1003 of the 1924 Act authorizes 
the filing of returns by a deputy collector. Since it was 
not shown that the taxes proposed on the returns were 
incorrect, it is held that deficiencies proposed by the Com- 
missioner and approved by the Board should be approved. 
—United States Circuit Court of Appeals, Eighth Circuit, 
in Adele Kahle v. Commissioner of Internal Revenue. No. 
8848, May term, 1930. Decision of Board of Tax Appeals, 
17 BTA 633, affirmed. 


Depreciation.—Depreciation at 3% per cent. is allowed 
on a hotel, a fire-proof building of brick, stone, and con- 
crete construction. Board’s approval of a 2 per cent. rate 
allowed by the Commissioner, on the theory of prima facie 
correctness, was not warranted in view of the testimony 
of six expert qualified witnesses for the taxpayer whose 
testimony was offset only by the testimony of two wit- 
nesses for the Commissioner that a 2 per cent. rate was 
ordinarily allowed for buildings of this character—United 
States Circuit Court of Appeals, Third Circuit, in Putts- 
burgh Hotels Company v. Commissioner of Internal Revenue. 
No. 4291. March term, 1930. Decision of Board of Tax 
Appeals, 15 BTA 587, reversed. 


Distraint of Property—Defenses.—In an action to re- 
cover a tax deficiency by requiring third parties in posses- 
sion of taxpayer’s property, subject to distraint, on which 
a levy had been made, to surrender such property in the 
amount of the deficiency, the defendants may not set up 
either the statute of limitations or the extinguishment 
provision of Section 1106 (a) of the 1926 Act.—United 
States District Court, So. Dist. of New York, in United 
States of America v. American Exchange Irving Trust Com- 
pany, John J. Martin, Junior, and A. G. Armstrong. 


Federal Estate Tax—Where decedent had income for 
life from property held without power of disposal during 
her lifetime but with a general power of appointment 
after her death, such property constitutes a part of her 
gross estate, though she was never the full owner and 
though the powers in question were created before the 
passage of the 1921 Act.—Opinion cites Tyler v. U. S., 
50 S. Ct. 356, and Reinecke v. Northern Trust Company, 
278 U. S. 339.—District Court of the United States, Dis- 
trict of Massachusetts, in Charles E. Stratton et al., Execu- 
tors of the Will of Marian Appleton Sargent v. United States 
of America. Law No. 3118. 

Property in Pennsylvania passing under a power of ap- 
pointment exercisable only by will should be included in 
the decedent’s gross estate—United States Circuit Court 
of Appeals, Third Circuit, in Hannah S. Blackburne and 
Emily L. Blackburne, Executrices of the Will of John S. 
Blackburne, Deceased v. W. E. Brown, formerly Acting Col- 
lector of Internal Revenue for the First District of Pennsyl- 
vania. No. 43528. March term, 1930. Decision of District 
Court, 35 Fed. (2d) 963, affirmed. 


Foreign Taxes, Credit for.—Credit allowed taxpayer for 
two types of income taxes paid by its subsidiary to Great 
Britain in 1918, based on income computed on two dif- 
ferent bases, should be separately sateraatanete for the two 
kinds of tax payments. 

In computing credit for taxes paid in 1918 by a French 
subsidiary, allowance should not be made for tax payable 
before determining the amount of income to be compared 
with dividends in arriving at the percentage of taxes which 
may be claimed, nor for the fact that taxes were payable 
in instalments over a period of years extending beyond 
1918, and dividends received should not be reduced by 
the amount of income taxes thereon withheld at the 
source. 

Credit is denied for foreign taxes paid to Great Britain 
where the item is first mentioned in the stipulation of facts, 
not having been included in the return, claim for refund, 
or complaint.—United States District Court, So. Dist. of 
New York, in United Dyewood Corporation v. Frank K. 
Bowers, Collector. 
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Judgments—Tax Liability—Judgment obtained in 1915 
for separate legal services from 1909 to 1915, paid in 1920, 
is taxable on the cash basis in the year paid to the extent 
paid for services after March 1, 1913.—United States Cir- 
cuit Court of Appeals, Third Circuit, in William J. Kyle z 
Commissioner; Patrick D. Reinhart v. Commissioner. Nos. 
4355 and 4356. March term, 1930. Decision of Board of 
Tax Appeals, 15 BTA 1247, affirmed. 


Leaseholds Acquired Upon Incorporation, Valuation of. 
—Board’s approval of the Commissioner’s determination 
that leaseholds acquired upon incorporation had no in- 
vested capital value or value for depletion purposes was 
warranted, where the only evidence in support of the peti- 
tioner’s claims consisted of opinion evidence not founded 
upon disclosed or admitted facts and at variance with facts 
disclosed.—United States Circuit Court of Appeals, Third 
Circuit, in Saxman Coal & Coke Company v. Commissioner 
of Internal Revenue. No. 4295. March term, 1930. Deci- 
sion of Board of Tax Appeals, 2 BTA 175, affirmed. 


Losses.—Deduction for loss in 1919 is denied as not 
sustained in that year where at the close of the year the 
taxpayer was under binding contracts for the sale of mer- 
chandise at a price less than the cost and less than the 
market price of similar merchandise at the close of the 
year.—United States Circuit Court of Appeals, Third Cir- 
cuit, in Ewing-Thomas Converting Company v. Blakely D. 
McCaughn, Collector. No. 4154. October term, 1929. Deci- 
sion of lower court, 30 Fed. (2d) 166, which sustain the 
decision of the Board of Tax Appeals, 1 BTA 121, affirmed. 


Massachusetts Trusts.—Although a Massachusetts reai 
estate trust would ordinarily be liable to capital stock tax, 
the relief provisions of Sec. 704 (a), 1928 Act, are con- 
strued so as to permit recovery of capital stock taxes paid 
for the fiscal years 1921 to 1926. The trust, having filed 
income tax returns as a strict trust, and having been tax- 
able as a trust for income tax purposes, under the said relief 
provisions it was also entitled to relief from capital stock 
taxes even though it filed no capital stock tax returns.— 
District Court of the United States, Dist. of Mass. in Robert 


H. Gardiner, et al., Trustees, v. United States of America. 
Law No. 2971. 


Property Exchanges.—The case of Orlando Petroleum 
Company, a corporation, v. Commissioner of Internal Revenue, 
on petition for review from the Board of Tax Appeals 
was dismissed by the United States Circuit Court of Ap- 
peals, Tenth Circuit. 

The appeal of the Orlando Petroleum Company before the 
Board was combined with the appeals of C. A. O’Meara, 
National Bank of Topeka, Executor, and Elmhurst Investment 
Company, but was not combined with the other three ap- 
peals made to the Appellate Court. 

In the three appealed cases previously heard by the 
Court, the decision of the Board of Tax Appeals, 11 BTA 
101, was reversed, the Court holding that no profit was 
realized under the 1918 Act by tenants in common operat- 
ing oil and gas leases who transferred their assets to a 
corporation, receiving therefor stock in proportion to their 
interests, in view of the finding that there was no market 
for the stock and that it could not have been sold except 
at a sacrifice. 34 Fed. (2d) 390. 


Recovery of Taxes.—(1) Allegation that a claim for re- 
fund was defective is no defense in an action for tax 
recovery, where the Commissioner issued a certificate of 
overassessment as to part of the amount covered by the 
claim, and where the action is based on the implied 
promise to pay in the certificate of overassessment. 

(2) Refund of 1918 tax is barred by Section 611 of the 
1928 Act, where the tax was assessed within the limitation 
period and claim in abatement was filed, thereby “staying” 
collection until after the statutory period, Section 611 be- 
ing equivalent to a reimposition of the barred tax. 

(3) The fact that a taxpayer has brought an action in 
the Court of Claims for tax recovery is not a defense 
to a similar action brought in a district court, although 
only one action may be pushed to a conclusion on the 
merits.—United States District Court, So. Dist. of New 


York, in United Motors Corporation v. United States of 
America. L-45-345. 


(Continued on page 385) 
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T= New York Stock Exchange has sent to members 
a letter containing extracts from a letter from David 
Burnet, Commissioner of Internal Revenue, which deals 
with the methods to be used by brokers in reporting 
unclaimed dividends for income tax purposes, after title to 
the stock has changed hands. 

“It is evident that these dividends are income to some- 
one,” the extract from Mr. Burnet’s letter says, “and the 
broker having actual possession of the same should make a 
full disclosure to the Government of the names of the 
true owners thereof, if and when the identity of said true 
owners is discovered, or in the next information return 
made after the discovery of such identity. 

“Prior to the discovery of the identity of the true owners 
in such cases, brokers should execute Form 1087, setting 
out therein the fact that they hold such dividends for 
parties whose identity is unknown and cannot be estab- 
lished as a result of reasonable search and inquiry. The 
reason for the inability to establish such identity, as well 
as the efforts made in respect thereto, should be stated,” 
Mr. Burnet’s letter says. 

Such dividends are not taxable as income to the brokers, 
but in cases where no payment of such dividends is made 
by brokers prior to the running of the applicable stat- 
utory period of limitations, such money represents gain 
to the brokers and should be reported as income. 


\ ORK on a codification of all of the internal revenue 

laws, under way for some time bv the staff of the 
Joint Committee on Internal Revenue Taxation, is in its 
final stages, and it is expected that it will be ready for 
issuance in about one month. 

The administrative provisions of law will be in one 
section, the income tax rates in another, a separate section 
devoted to the estate tax, and other similar classifications 
of subject-matter will be made. Information is that much 
“deadwood” that has accumulated since 1866 has been 
eliminated. 


[ZEARTING from its previous policy in obtaining out- 
side opinion on tax issues, the Joint Committee on 
Internal Revenue Taxation will hold public hearings early 
in December to hear testimony upon depletion questions. 

There appears to be a feeling of doubt in some quarters 
as to the value of these proceedings. According to this 
view, politics enter largely into legislation bearing upon 
depletion, and unless members of the House and Senate 
directly interested in the matter of depletion allowances 
are on the Committee its recommendations are unlikely to 
have much weight with practical politicians in Congress. 





THE case of May v. Heiner, 50 S. Ct. 286, (decided 

April 14, 1930) the United States Supreme Court, in inter- 
pretation of the Federal estate tax law, apparently estab- 
lished the principle that the creation of an irrevocable 
trust does not constitute a transfer “intended to take effect 
In possession or enjoyment at or after” the death of the 
settlor, although the settlor retains a life interest in the 
income from the trust property.’ In granting a life estate 
to her husband, the settlor reserved a life estate to herself 
if she survived him, but notwithstanding it was held that 


The significance of this decision was discussed in the August issue 
of this publication in an article by Michael Kurz, of the New York 
Bar, entitled “The Present Taxable Status of Trusts.” 


THE NATIONAL TAX MAGAZINE 381 





Make This Your 
Washington Headquarters 


Office Conveniences, without Office Upkeep. 





For $10 a month we offer: 





Telephone and building directory listing 

Use of address on stationery and calling cards 
Acceptance of mail 

Care of phone calls and personal callers 
Storage of stationery 

Locked filing space. 





































At a slight additional cost: 





Stenographic service (charge per letter) 


Use of telephone (number of outgoing calls) 
Consulting rooms (at low rate per hour) 


MILDRED LANE DAVIS 


Business Service 






















Suite 201 National 2161 


1103 Vermont Avenue 
Washington, D. C. 

























Letters from Washington 
on Taxes 


We write a selected list of clients a se- 
ries of letters from Washington on tax mat- 
ters which are subjects of conversation, 
but which do not ordinarily get into pub- 
lished services—the sort of thing you get 
by regular trips to Washington. Not tax 
news, nor digests of rulings, but brief re- 
ports of discussions which do not always 
-appear on the surface. The letters are a 
Clients include 










































































real help to ali tax men. 
tax practitioners and corporation officers. 
May we send you a copy of our latest 
letter? 
































CLIP THIS COUPON TO YOUR LETTERHEAD 








The Kiplinger Washington Agency, 
National Press Bldg., Washington, D. C. 

Please send me, without obligation, a compli- 
mentary copy of your bi-weekly tax letter. 






































































































































































































































382 THE NATIONAL TAX MAGAZINE 






the trust estate should not be included in the gross estate 
of the decedent in determination of Federal estate tax 
liability. Upon her death the trust agreement provided for 
distribution of the property, after payment of trust ex- 
penses, equally among her four children, their distribu- 
tees or appointees. This decision apparently puts the 
Supreme Court’s stamp of approval upon a disposition of 
property whereby the owner may have the enjoyment of 
the income during life and yet escape estate and inherit- 
ance tax liability. 


A further refinement in interpretation of the taxation 
of trusts was made by the United States Circuit Court of 
Appeals for the Seventh Circuit in the case of Commis- 
sioner of Internal Revenue v. Cyrus H. McCormick et al., 
Executors of the Estate of Nettie Fowler McCormick, De- 
ceased (decided September 20, 1930). 


The opinion declares that, in as much as a trust may be 
revocable upon conditions, the two broad classifications— 
revocable and irrevocable—are hardly sufficient as a test 
of the application of the statute involved. Qualifying 
somewhat a conclusion which might be drawn from the 
Supreme Court’s decision in the May case, the Appellate 
Court holds that “a case can be easily conceived where a 
trust agreement might be defined as legally irrevocable 
and yet the estate thus conveyed be subject to the Federal 
inheritance tax.’ 


Although the settlor provided for the termination of 
the trust upon her election and the consent of one of the 
three equal beneficiaries, the Court held that the condition 
upon which revocation might be made did not of itself 
establish an intention to have the trust take effect after 
the settlor’s death. However, a contrary interpretation 
was placed upon the combined effects of the clause in the 
agreement calling for the payment of the trust estate to the 
settlor in case she survived the beneficiaries; the provi- 
sion that no change in the character of the securities held 
in trust may be made without the written approval of the 
settlor; and the limitations placed upon the voting power 
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of the trustee in respect of shares of stock held in trust. 

The order of the Board of Tax Appeals that the trust 
estate should not be included in gross income subject to 
the Federal estate tax was reversed. 


HAT a new committee on consolidated cases, as- 

signed to make a thorough. study of procedure in cases 
involving affiliated corporations and to recommend im- 
provements, will be organized in the Income Tax Unit 
soon is a report_to which we have been unable to get 
confirmation by Bureau officials. If such a committee is 
contemplated at all, indications are that no plans have been 
made for its operation during this calendar year. 


| AN endeavor to assist the Board of Tax Appeals to 
clear the dockets of many old cases remaining there 
and to enable the Board to call these old cases for argu- 
ment during this term, the Special Advisory Committee is 
making a special effort to dispose of all the cases referred 
to it bearing docket numbers less than 35,000 before De- 
cember 31. Mr. Moyer, chairman of the Special Advisory 
Committee, reports that encouraging cooperation to that 
end is being received from counsel for taxpayers, and 
that it seemed probable that the Committee would reach 
the goal it has set for December 31. 


PETITION for writ of certiorari to review the deci- 

sion of the Circuit Court of Appeals for the Fifth 
Circuit in the case of Group No. 1 Oil Corporation v. Bass, 
decided June 18, 1930, has been filed in the United States 
Supreme Court. In this case the issue is whether the Fed- 
eral Government has power to tax profits from certain 
oil and gas leases executed by the State of Texas. 


The petitioner holds that it is an instrumentality of the 
State of Texas in carrying out its public policy in develop- 
ing lands held for the benefit of the state university, and, 
therefore, is immune from the Federal income tax. In 
reversing the decision of the lower court, 38 Fed. (2d) 680, 
the Circuit Court of Appeals held that by reason of an 
act of the Texas legislature, which expressly provides that 
rights acquired under the lease of university lands for 
development of oil, gas and other resources are “subject to 
taxation as is other property,” all rights of exemption from 
taxation which might otherwise have existed were with- 
drawn from the lessees. ; 


Decisions of the Board of Tax Appeals 


Abstract Questions, Consideration by Board.—It is not 
the duty of the Board, even by agreement of the parties, 
to determine abstract questions on assumed facts. There 
must be a real controversy, the facts of which must be 
established either by a bona fide stipulation or by evidence. 
—Emanuel Cohen v. Commissioner; Frank Cohen v. Com- 
missioner. Dec. 6276 [C.C.H.], Docket Nos. 28318, 28319. 


Accrued Income.—Amounts withheld by municipalities 
under paving contracts as funds to guarantee maintenance 
of the paving for a period of years and which funds the 
municipalities might themselves expend for maintenance 
and repairs held not accruable as income to the contractor 
during the withholding period. Cleveland Trinidad Paving 
Company (Ohio) v. Commissioner. Contractors Construction 
and Supply Company v. Commissioner. Dec. 6310 [C.C.H.], 
Docket Nos. 41962, 46297, 41963. 


Affiliated Corporations.—Petitioner and Ford Realty & 
Construction Company held not to be affiliated corporations 
where from 19 to 24 per cent of the stock of the latter 
company was owned by those who were not stockholders 
in the petitioner.—Rapid Transit Land Sales Company V. 
oa Dec. 6270 [C.C.H.], Docket Nos. 37850, 


Bonds—Repurchase Below Par for Retirement—Taxable 
Gain.— Where petitioner issued its bonds at par and sub- 
sequently purchased some of them on the open market 
at less than par and retired them, the difference between 
the par value and purchase price at which they were 
retired is not taxable as income.—A™merican Tobacco Com- 
pany v. Commissioner. Dec. 6261 [C.C.H.], Docket Nos. 38773 
and 46660. 
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Community Property.—In determining the gross estate 
of a deceased husband, residing in California at time of 
his death, for the purpose of Federal estate tax, there 
should be included the entire value of the community 
property acquired under the laws of the State of Cali- 
fornia prior to July 29, 1927—Agnes Silverberg, Executrix 
of estate of Joseph S. Silverberg, Deceased, v. Commissioner. 
Dec. 6293 [C.C.H.], Docket No. 30665. 

Deductions from Gross Income.—Amounts paid by peti- 
tioner to the Kansas City Chamber of Commerce in the 
taxable year on account of subscriptions and membership 
dues therein are deductible from gross income in such year 
as ordinary and necessary expenses under the provisions 
of Section 234(a) of the Revenue Act of 1926—Emery, Bird, 
Thayer Dry Goods Co. v. Commissioner. Dec. 6312 
[C.C.H.], Docket No. 46178. 

Federal Estate Tax.—Where a widow accepts the pro- 
visions of the decedent’s will “in lieu of dower and a 
year’s support,” and under the laws of the jurisdiction 
(Georgia) such election bars her right to dower and a 
year’s support, the amount paid her during the first year 
subsequent to the decedent’s death, is not deductible from 
the gross estate as an allowance for the “support of de- 
pendents.”—P. C. Pendleton, Albert S. Pendleton, W. F. 
Pendleton, C. I. Harrell, and A. J. Little, as Executors of the 
Last Will and Testament of A. S. Pendleton, Deceased, v. 
Commissioner. Dec. 6271 [C.C.H.], Docket No. 31729. 

Where the settlor of a trust estate reserves to herself 
alone a power to change the ultimate beneficiaries of the 
trust or to vary the share distributable to each, such 
reservation constitutes a power to alter or amend and 
renders the transfer incomplete until her death. The prop- 
erty is, therefore, properly to be included in her gross 
estate subject to tax under Section 302 (d) of the Revenue 
Act of 1924——Bank of New York and Trust Company, as 
Administrator with the Will annexed of the Estate of Anna 
Benkard Hunt, Deceased, v. Commissioner. Dec. 6290 
[C.C.H.], Docket No. 32881. 

The beneficiary under a policy of insurance which names 
a specific beneficiary and does not reserve to the insured 
a right to change the beneficiary has a vested interest of 
which he may not be deprived without consent. The 
transfer of the right to the proceeds of such a policy being 
complete before the passage of the Revenue Act, such pro- 
ceeds are not properly to be included in the estate. 

Where an insurance policy reserves to the insured the 
power to change the beneficiary, no rights vest in the 
beneficiary, and the transfer is incomplete until the death 
of the insured. The proceeds of such a policy are properly 
to be included in the taxable estate of decedent.—Helena 
Liebes, Executrix, Estate of Isaac Liebes, v. Commissioner. 
Dec. 6305 [C.C.H.], Docket No. 29944, 

Foreign Income Tax.—Where dividends are received by 
a citizen of the United States, a resident therein, on stock 
which he holds in a foreign corporation, a holding com- 
pany, he is not entitled as a credit against the tax on such 
dividends, foreign taxes which were paid at the source for 
the account of the foreign corporation, a holding corporation, 
and not for the account of the stockholder—Basil Robillard, 
Executor of the Estate of Martha H. Beeman, Dec. 6289 
[C.C.H.], Docket Nos. 44008 and 45835. 

Foreign Income Tax—Credit.—Where petitioner bought 
raw materials in India and transported them to this coun- 
try where they were manufactured and sold, petitioner 
is not entitled under section 238(a) of the Revenue Act 
of 1926, to have allowed income taxes paid the Indian 
Government as credits against United States income taxes, 
because petitioner’s entire income was derived from sources 
within the United States——Burk Brothers v. Commissioner. 
Dec. 6281 [C.C.H.], Docket No. 36571. 

Interest Deductible—Where a corporation agreed to 
purchase one-fourth of all certain stock deposited in escrow 
and by the same agreement was given options to pur- 
chase one-fourth of such stock in each of the three suc- 
ceeding years at increased prices, and where it was 
provided that if the corporation failed to exercise its option 
and pay for the stock in any one of said years, the cor- 
poration would forfeit all it had paid, held, that the ex- 
cesses of the deferred payments over the cash payment 
did not constitute interest deductible under Section 234 
(a) (2) of the Revenue Act of 1921.—Henrietta Mills, Inc. 
v. Commissioner. Dec. 6282 [C.C.H.], Docket No. 29093. 
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Jurisdiction of the Board—Board has no jurisdiction 
over appeal from deficiency dsserted against petitioner’s 
predecessor corporation, and not against the petitioner as 
transferee.—Carnation Milk Products Company v. Commis- 
stoner. Dec. 6274 [C.C.H.], Docket Nos. 19552, 19789. 

Liquidating Dividends.—Under the Revenue Act of 1921 
a liquidating distribution is taxable as a dividend and not 
as a capital gain. 

To tax the gain as a dividend is clearly not unconsti- 
tutional; and, assuming that the statute may, under cer- 
tain conditions, be applied so as to tax a real loss as a 
gain, a taxpayer may not urge its invalidity on that ground 
in the absence of a showing that the statute has been so 
applied in his case.—Emanuel Cohen v. Commissioner; Frank 
Cohen v. Commissioner. Dec. 6276 [C.C.H.], Docket Nos. 
28318, 28319. 

Life Insurance Proceeds, Taxation of—Where a life in- 
surance policy issued on the life of decedent reserved a 
right of revocation by the insured permitting him full 
power to change the beneficiary, the proceeds of the policy 
in the hands of the beneficiaries are taxable under provi- 
sions of Section 402 (f) of the Revenue Act of 1921. 

In such circumstances the transfer, which is the subject 
of tax, does not occur until the death of the insured and 
the exhaustion of the right of revocation, and accordingly 
the taxing statute is not retroactive although the policy 
was issued prior to the passage of the Act.—Fannie C. 
Richardson and Walter M. Campbell and L. Revel Miller, 
Trustees for Charles Richardson, Jr., Letha R. Morris and 
Anna R. Knight v. Commissioner. Dec. 6299 [C.C.H.], 
Docket No. 18303. 

Losses.—The constitutionality of a statute can not be 
raised by the mere allegation in a pleading that it is in- 
valid. Where, after alleging certain specific errors com- 
mitted by the respondent, it is generally alleged in the 
petition that it is unconstitutional for Congress to forbid 
deduction of capital losses against normal income and that 
the taxpayer should be allowed to treat a capital loss as 
an “ordinary deduction,” so that the taxpayer’s capital net 
loss would be deducted from his ordinary net income in- 
stead of a deduction from the tax of an amount equal to 
12%4 per cent of the capital net loss, as provided in Sec- 
tion 208 of the Revenue Act of 1926, and the respondent 
enters a general denial of the allegations of error, no issue 
of law is raised by the pleadings——Mary C. Young v. Com- 
missioner. Dec. 6288 [C.C.H.], Docket Nos. 39825, 39824. 

Net Loss.—In 1924 the petitioner voluntarily, but sub- 
ject to and with the approval of the Commissioner, changed 
its accounting period from a fiscal to a calendar year basis. 
The amount of the net loss sustained by the petitioner for 
the fiscal year ending August 31, 1923, has been properly 
allowed as a deduction, in accordance with the provisions 
of Section 206 of the Revenue Act of 1926, in computing 
the net income for the fiscal year ending August 31, 1924, 
and in computing the net income for the four-month period 
ending December 31, 1924. The loss sustained by the 
petitioner for the fiscal year ending August 31, 1923, hav- 
ing been allowed as a deduction in computing the petition- 
er’s net income for the fiscal year ending August 31, 1924, 
and in computing the petitioner’s net income for the four- 
month period ending December 31, 1924, which period 
constitutes a “taxable year” within the meaning of the 
statute, the petitioner has had the benefit of the provi- 
sions of Section 206. Accordingly, the respondent’s ac- 
tion in disallowing the balance of the loss as a deduction 
in 1925 is sustained—Pennsylvania Electric Steel Casting 
te v. Commissioner. Dec. 6266 [C.C.H.], Docket No. 

Partnerships.—Partners who through error filed joint 
appeal in the names of the partnership and partners are 
granted leave to file amended petitions in the names of 
the individuals. The caption of the petition only was 
misleading, the body thereof making it clear that the indi- 
viduals were the petitioners. Respondent’s motion to dismiss 
denied.—Bankers Realty Syndicate by J. W. Ackley and F. O. 
Patterson, Partners, v. Commissioner. Dec. 6272 [C.C.H.], 
Docket No. 46737. 

Petitions to the Board.—Taxpayers who did not sign or 
verify an original petition filed within the statutory period 
after deficiency notices were mailed, and who have not 
shown that the person who purported to sign and verify 
in their behalf had authority to do so, may not file an 
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amended petition after the statutory period has run. Re- 
spondent’s motion to dismiss as to such taxpayers, for want 
of jurisdiction, is granted. 

Respondent’s motion to dismiss as to a person joining 
in a petition, and such pefson failing to show that a de- 
ficiency notice has been mailed to him, is granted. 

A single petition in which several taxpayers join is held 
not to be a proper petition, but the petition filed is accepted 
as imperfect and the taxpayers are allowed time to file 
separate and amended petitions.—Percy N. Powers, Mary 
Jessie Powell, Administratrix, Estate of Mary I. Ball, Jesse 
W. Powers, 2nd., Harry L. Powers, National Iron Bank, 
Executor, Estate of Charles H. Powers, Elsie B. Fowler, 
Isabelle M. Cochrane, M. Frances Francis, Jesse W. Powers, 
3rd., Lillian A. P. Esmond, Plainfield Trust Co., Executor, 
Estate of Delevan A. Holmes, v. Commissioner. Dec. 6300 
[C.C.H.], Docket No. 47232. 


Ruling of Commissioner in a Prior Year.—The fact that 
the Commissioner allowed the credit in a prior year does 
not preclude his disallowing it in the taxable years, if his 
former action was erroneous. Commissioner has no au- 
thority to make a ruling at variance with the import of the 
statute—Basil Robillard, Executor of the Estate of Martha 
H, Beeman, Dec. 6289 [C.C.H.], Docket Nos. 44008 and 
45835. 

Securities, Exchanges and Sales of—Tax Liability —The 
syndicate managers, as agents for the syndicate subscrib- 
ers, of which J. Henry and Julia Dick were subscribers, 
transferred the syndicate’s assets to a corporation in ex- 
change for substantially all of its capital stock, a portion 
of which was sold by the syndicate and the remainder 
distributed in dissolution to the subscribers. Held: Since 
the syndicate managers were agents for the syndicate sub- 
scribers, the stock so acquired by the syndicate was, in 
legal effect, acquired by the subscribers in the first in- 
stance, and since the said subscribers, through their agents, 
were then “in control” of the corporation whose stock 
was acquired, within the meaning of Section 202 (c) (3) 
of the Revenue Act of 1921, “no gain or loss shall be rec- 
ognized” either at the time of said transfer or upon dis- 
solution and the distribution of the said corporate stock 
to the subscribers, and it is further held, that the gain 
or loss upon the future sale of such stock by the sub- 
scribers should be measured by the difference between 
the initial cost and the sale price —William K. Dick, et al., 
Executors of J. Henry Dick, Deceased, v. Commissioner; Julia 


T. Dick v. Commissioner. Dec. 6279 [C.C.H.], Docket Nos. 
16495, 24521. 


Amendments of Two State Constitutions 


to Obtain Tax Relief Proposed 


ROPOSED state constitution amendments to 

permit the levy of income taxes will be submit- 
ted for a referendum vote in Illinois and Kansas 
at general elections in November. 

Following is the text of the proposed amendment 
of the Article IX of the Constitution of the State 
of Illinois. 

Article IX 


Section 1. The General Assembly shall have power to 
enact laws to provide revenue. All real estate for the 
purpose of imposition of taxes shall be in one class, except 
that mineral lands and land devoted to reforestation may 
be in different classes. 

Section 2. If a tax is imposed upon incomes the State 
shall not receive more than fifteen percentum of the pro- 
ceeds thereof, after deducting the cost of collection ex- 
cept by the affirmative votes of two-thirds of the members 
elected to each house of the General Assembly. And 
unless otherwise provided by a similar two-thirds vote, 
the remainder shall be distributed among the several 
counties in the ratio which the total collected from tax- 
payers of each county bears to the total collected from 
taxpayers of the whole State, and the amount allocated to 
each county may be further divided among the county 
and other municipal corporations within or partly within 
such county as the General Assembly may from time to 
time by general law direct. Other taxes collected by the 
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State may be distributed in whole or in part among the 
counties and other municipal corporations in such manner 
as the General Assembly shall direct by general law. 

Section 9. The General Assembly may vest the cor- 
porate authorities of cities, towns, villages, sanitary dis- 
tricts, park districts, and other municipalities, with power 
to make local improvements by special assessment, or by 
special taxation of contiguous property, or otherwise. For 
all other corporate purposes, all municipal corporations 
may be vested with authority to assess and collect taxes. 

Section 10. Except as permitted in Section 2 the Gen- 
eral Assembly shall not impose taxes upon municipal cor- 
porations or the inhabitants or property thereof, for 
corporate purposes, but shall require that taxes be levied 
by municipal corporations for the payment of debts con- 
tracted under authority of law. Private property shall not 
be liable to be taken or sold for the payment of the cor- 
porate debts of a municipal corporation. 


Argument for approval of the amendment, pre- 
pared by the “Committee on Constitutional Amend- 
ment of the First Special Session of the Fifty Sixth 
General Assembly” follows, in part: 

Article IX of the Constitution consist largely of restric- 
tions and limitations on the power to raise revenue by 
levying taxes. The principal limitation requires the 
uniform taxation of all property. In other words all prop- 
erty in the State must be assessed and taxed at the same 
rate. The amendment now proposed removes to some ex- 
tent this restriction so that property may be classified and 
taxes imposed on the several classes in accordance with 
the ability of those classes to pay. Only one limitation in 
this regard is retained—that taxation must be uniform 
upon all real estate except mineral lands and lands de- 
voted to reforestation. 

The requirement that all property of every kind be taxed 
uniformly at the same rate, no longer establishes a fair 
basis for distributing the burden of governmental upkeep. 
When it was placed in the Constitution of Illinois, prop- 
erty or wealth was largely of one class so that the extent 
of a person’s visible property holdings provided an equi- 
table measure for the amount of his taxes. It is a sound, 
fundamental principle that the burden of taxation should 
be borne by those best able to pay and in the earlier years 
of this State when wealth was all of one kind, ability to 
pay was determined easily by the extent of each person’s 
tangible or visible property. ; 

Since that time, however, changed industrial and 
economic conditions have created new kinds of property 
and wealth is no longer all of the same class. These 
different kinds of property are not all able to pay at the 
same rate. A rate that is fair and easily borne by one kind 
of property, if applied to another kind, becomes oppressive 
and even confiscatory. 

Much of this new kind of property consists of mort- 
gages, stocks, bonds, notes, credits and other securities 
which by their nature are intangible and capable of being 
hidden away from general knowledge. As a natural con- 
sequence when too burdensome a rate of taxation is im- 
posed upon this kind of property, it remains hidden and 
escapes taxation entirely. The share of the burden which 
this class of property should bear is thus shifted over 
onto real and personal property of a tangible nature which 
can not be hidden away. The intolerable condition of the 
present tax system affects not only owners of property 
but also every tenant of a home or farm in the State of 
Illinois who is indirectly paying, in high rentals, the exces- 
sive taxes on the property he rents. Land and homes, 
household furniture and all visible, tangible property have 
been struggling for years to carry this unequal burden of 
taxation and this struggle has inevitably resulted in a 
general system of under-valuation and under-assessment 
for such property. Thus a course of deceit, evasion an 
trickery is almost unavoidably forced upon property own- 
ers against their wills. 

These conditions through a period of years have been 
the direct result of the uniform rule of property taxation 
required by the present provisions of our Constitution. 
There is only one remedy. This amendment provides that 
remedy by eliminating the requirement of uniformity an 
permitting the General Assembly to adjust the rates of 
taxation on the different kinds of property fairly and equ!- 
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tably according to their ability to pay. The classification 
of property which this amendment authorizes will permit a 
reasonable rate of taxation to be placed on intangible 
property and will thus bring forward for taxation the 
hidden wealth of the State which now is escaping almost 
entirely. 

Most of the States have abandoned the uniform rule for 
property taxation and of the few States which still retain 
it, the majority are small southern States which do not 
have the varied industries and complex economic condi- 
tions which exist in this State. 

The proposition to abandon the uniform rule for prop- 
erty taxation is not new in this State. It has been before 
the voters on several occasions and has never failed to 
receive a majority vote of those voting upon it. At one 
referendum the vote was over two to one in favor of it. 
But the constitution requires that a constitutional amend- 
ment be approved by a majority of those voting for mem- 
bers of the General Assembly. Consequently, every voter 
who fails to vote on the question, in effect votes against it. 

This amendment does not levy any taxes nor increase 
the power of the General Assembly or municipal corpora- 
tions as to the amount of taxes to be levied. Its only 
purpose is to permit a fairer distribution of the taxes to 
be imposed. 

This amendment does not impose a tax upon incomes. 
It does provide a fair method of distributing the proceeds 
of such a tax if one should be enacted into law by the 
General Assembly. 

Strong resistance to a change in the present tax 
system in Illinois is expected by advocates of tax 
reform. Indications are that the validity of the 
preliminaries to the referendum will be attacked if 


the proposed amendment is approved on Novem- 
ber 4. Vibes taineitendcas 


Court Decisions 
(Continued from page 380) 


Statute of Limitations.—Collection of 1918 taxes as- 
sessed within the statutory period as extended by waiver 
executed prior to March 15, 1924, is not barred until six 
years after such assessment. Florsheim Dry Goods Com- 
pany v. United States, and White, Collector, v. Hood Rubber 
Company, 280 U. S. 453, followed—United States District 
Circuit Court of Appeals, Tenth Circuit, in H. H. Motter, 
Collector, v. M. E. Garrison, Trustee for the Estate in Bank- 
ruptcy of E. A. Shriver, Bankrupt, No. 2692, June term, 1930. 
Decision of District Court reversed. 

Consolidated returns for 1918 and 1919 which showed 
all of the items of gross income and the deductions for 
the companies covered were sufficient to start the run- 
ning of the statute of limitations on assessment as to 
one of the companies subsequently required by the Com- 
missioner to file separate returns, even though the con- 
solidated returns may not have shown the items of income 
and deduction with sufficient detail to enable the Commis- 
sioner to compute accurately the tax against the one 
company.—United States Circuit Court of Appeals, Third 
Circuit, in Commissioner of Internal Revenue v. Stetson & 
Ellison Company. No. 4145 October term, 1929. Decision 
of the Board of Tax Appeals, 11 BTA 397, affirmed. 

On motion of counsel for the Commissioner the peti- 
tion to review the decision of the Board of Tax Appeals 
in the case of Alfred J. Diescher v. Commissioner, 18 BTA 
353, was ordered to be dismissed by the United States 
Circuit Court of Appeals, Eighth District—Commissioner 
of Internal Revenue v. Alfred J. Diescher. No. 8980, May 
term, 1930. 

In the Diescher decision the Board held (1) that the 
collection of taxes for 1917, assessed before the effective 
date of the 1924 Act, is barred unless proceedings are in- 
stituted within five years from the date of filing the re- 
turn; and (2) that a waiver is invalid where signed under 

uress, and is so signed where the Commissioner, after 
assessing the tax and a fraud penalty, agreed to an office 
conference and review of the case on the condition that 
the taxpayer sign the waiver. 

Collection of 1918 taxes under a return filed in May, 
1919, was not barred where an assessment waiver was 
executed on February 6, 1924, when the 1921 Act was in 
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effect, and collection was made within the six-year period 
after assessment, as provided by the 1924 Act. Assess- 
ment can not be deemed to have been made in August, 
1923, when Bureau officials investigated the taxpayer’s 
books and records.—United States District Court, District 
of Nebraska, Omaha Division, in Crowell Elevator Com- 
pany, a corporation, v. A. B. Allen, Collector. 

Waivers.—On motion of counsel for both parties in- 
volved, the case of Maple Coal Company v. Commissioner, 
On petition for review of the decision of the Board of 
Tax Appeals, was dismissed by the United States Cir- 
cuit Court of Appeals, Eighth Circuit, No. 8994. The de- 
cision of the Board, 10 BTA 1336, in summary, was as 
follows: A waiver for 1918 filed by the taxpayer and 
signed by the Commissioner was valid, and it was. not 
void (1) as obtained under duress where the taxpayer in 
response to a request for a waiver for 1918 signed one, 
not knowing that at the time assessment and collection 
of a tax for 1918 was barred, the Commissioner being un- 
der no obligation to advise the taxpayer of its rights under 
the law, and (2) where the Commissioner had requested 
a new waiver which the taxpayer refused to execute, in 
the absence of evidence that the waiver was withdrawn. 


Accounting Methods and the Income Tax 

(Continued from page 369) 
field; first that the treatment of ordinary items of 
income and expense in accrual accounting should be 
determined by reference to general rules requiring, 
principally, the consistent treatment of related 
items,—and not by reference to abstract definitions 
of the word “accrue” intended for application to any 
given item appearing in any set of books; and sec- 
ond, that large and unusual items which are not 
directly related to other items appearing in the 
books should be considered primarily from the stand- 
point of the general provisions of the income tax 
law, and not from the standpoint of accounting. It 
is thought that the acceptance of these principles 
would prove less troublesome to the courts and less 
confusing to taxpayers. As to the extent, if any, to 
which they may be adopted by the courts is a matter 
of conjecture. Time will tell, and in the meanwhile 
we may observe the further development of this 
subject by the courts. 


Rulings of the Bureau of Internal Revenue 


Claims in Abatement—Stay of Collections.——An abate- 
ment claim which was filed within the statutory period 
of limitation upon collection may be entertained, even if 
it was filed after the expiration of 10 days after notice 
and demand, where the taxpayer has not had the benefit 
of the provisions of subdivision (d) of Section 250 of the 
Revenue Act of 1921. Accordingly, the abatement claim 
filed in the instant case in April, 1924, stayed the collection 
of the tax, so that the case comes within Section 611 of 
the Revenue Act of 1928—G. C. M. 8375: IX-36-4771, 


Corporate Reorganizations—Gain or Loss on Security 
Exchanges.—In carrying out a plan for the acquisition by 
the M Company of stock of the N Company, the holders 
of the common stock of the latter company deposited 
10y shares under a deposit agreement. The stock so de- 
posited was transferred to the O Company, a new cor- 
poration, in exchange for its entire capital stock. The 
plan of reorganization between the O Company and the 
M Company provided for transfer of the stock held by 
the former company in the N Company to the M Company 
in exchange for the stock of the latter company. The 
M Company stock was distributed pro rata to the stock- 
holders of the O Company in exchange for the O Com- 
pany stock held in deposit for them. 

Held, no gain or loss is recognized as the result of the 
transfer to the O Company of the stock of the N Company 
under section 112(b)5 of the Revenue Act of 1928 or as 
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the result of the exchange by the O Company of the N 
Company stock for stock in the M Company under Sec- 
tion 112(b)4 of the Revenue Act of 1928. No gain or loss 
is recognized, under section 112(b)3 of the Revenue Act 
of 1928, as the result of’ the exchange of M Company 
stock for the O Company stock held in deposit.—l. T. 
2542: IX-35-4763, p. 2. 


Credit for Foreign Taxes in Consolidated Returns.—In 
case the income and deductions of a foreign subsidiary 
of the type specified in Section 141(h) of the Revenue Act 
of 1928 are included in a consolidated return filed by a 
domestic corporation, the amount of taxes paid to a for- 
eign country or to a possession of the United States by 
the foreign subsidiary will be treated the same as if it 
had been paid by the affiliated group or a domestic cor- 
poration.—I. T. 2543: IX-35-4764, p. 3. 

Depositors’ Guaranty Fund—Revenue Acts of 1918, 1921, 
and 1924.—Amounts assessed against State banks operat- 
ing in the State of Texas to maintain the depositors’ 
guaranty fund are allowable deductions from gross income 
as business expenses of the year in which the deposit was 
made. Solicitor’s Memorandum 3877 (C. B. IV-2, 79) 
modified —G. C. M.: 1X-37-4775, p. 3. 

Lien for Taxes.—The act of March 26, 1930, enacted by 
the General Assembly of Kentucky, effective as of that 
date, is accepted by the Bureau of Internal Revenue as 
coming within the purview of subsection (b) (1) of Sec- 
tion 3186, Revised Statutes, as amended, as further 
amended by Section 613 of the Revenue Act of 1928, rela- 
tive to the filing of notices of Federal tax liens with 
certain designated county or other officials—I. T. 2544: 
IX -37-4774, p. 2. . 

Stock and Stock Rights, Sale of.—Where a taxpayer de- 
posits stock with a broker as collateral to finance other 
stock purchases and during the same year sale is made of 
a like number of shares as were purchased during the 
year, the stock sold is, under the circumstances of the 
instant case, the stock which was purchased and not the 
collateral stock.—G. C. M. 8426: IX-36-4770, p. 3. 
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Opinion above given relative to interpretation to be 
placed upon Article 58 of Regulations 74 with respect to 
the following transactions: 

The taxpayer is an employee of the M Company. Dur- 
ing the years 1925, 1926, and 1927 he received 2%4y shares 
of common stock of the said company as bonuses. It 
appears that on February 20, 1928, the taxpayer deposited 
with his broker 2%4y shares Of common stock of the M 
Company as collateral; that on the same day he opened a 
new account by purchasing 2y shares of common stock of 
the M Company; that the 24y shares were received with 
the definite understanding that they were deposited as 
collateral and -not for sale under any circumstances, ex- 
cept as the taxpayer might direct or as might be neces- 
sary for protection of the broker; that during the year 1928 
the taxpayer bought and sold 10y shares of the M Com- 
pany stock; that at all times during the year the tax- 
payer’s collateral was more than sufficient to satisfy the 
requirements of the broker and the N Stock Exchange; 
that all sales in 1928 were understood to be from lots 
purchased during the year; and that all cash withdrawals 
were made with respect to surplus computed upon the 
basis of stock purchases and sales in 1928 without refer- 
ence to the 2%4y shares deposited, which were at all times 
during 1928 maintained as collateral. 


























The Statutory Period for Bringing Suits 
to Recover Federal Taxes 
(Continued from page 364) 


To summarize briefly, the maintenance of a suit 
for the recovery of taxes, as opposed to an action for 
interest, presupposes a timely claim, but it would 
seem that the statutory period for filing a claim upon 
which the Commissioner of Internal Revenue may 
make an allowance is coextensive with the period for 
filing a claim which will support court action. After 
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a claim has been filed, suit may not be instituted for 
a period of six months, unless within that time the 
claim has been rejected. It is not improbable, how- 
ever, despite some authority to the contrary, that 
court action may be taken if the six months’ period 
has elapsed, even though the claim has not been re- 
jected and although the tax sought to be recovered 
has been paid more than five years previously. In 
many instances, the Commissioner’s approval of the 
official schedule of rejection is the statutory disal- 
lowance, but in other cases, particularly where the 
Commissioner has reconsidered his prior action, there 
are cogent reasons for holding that the taxpayer 
may bring suit within two years after the final de- 
nial of the claim. In the case of successive claims, 
involving the same issues and amounts, there is 
court authority for ignoring all claims except the 
first, but the soundness of this principle is open to 
doubt. Where the statutory period would otherwise 
appear to have tolled, claimants in numerous in- 
stances may be protected through the failure of the 
Commissioner to give notice of the rejection. And, 
finally, where an overpayment for one year has been 
improperly credited to an outstanding assessment of 
another, the claimant may very likely have an elec- 
tion in determining for which year he will seek re- 
covery, with the important consequent effect on the 
time for suit. 

These are some of the more important problems 
to be kept in mind in determining whether the 
claimant is to have his day in court. Their consid- 
eration will precede a sound decision as to the 
wisdom of court suit and the intelligent conduct of 
litigation already commenced. 


Allocation of Expenses Between Taxable 
and Nontaxable Income 
(Continued from page 373) 
trade or business from which taxable income is derived. 
The method of apportionment used was merely to allocate 
the expenses in the absence of segregation. 
* * * * kK OK * 

The expenses in the instant case were ordinary and 
necessary in carrying on the business of the taxpayer. The 
disallowance of a portion of the expenses by the exam- 
ining officer was due to the fact that the taxpayer had 
some tax exempt income and not to the fact that such 
expenses were not ordinary or necessary. 

~~ ee 2's O°s 

A disallowance of a portion of the expenses would result 
in the taxpayer paying more taxes solely due to the exist- 
ence of some tax exempt income, and as stated in National 
Life Insurance Company, the taxpayer “may not be sub- 
jected to greater burdens upon his taxable property solely 
because he owns some that is free.” 

For the foregoing reasons this office is of the opinion 
that the decision in the Marquissee case is not applicable 
to the instant case and that the disallowance as a deduc- 
tion of a portion of the nonsegregated expenses solely 
because of existence of some tax exempt income is im- 
proper. 

It is significant that T. D. 2137 was not mentioned 
in the General Counsel’s memorandum. The author- 
ity principally relied upon was National Life Insur- 
ance Co. v. United States (1927), 277 U. S. 508, 
where an insurance company was taxed under the 
Revenue Act of 1921, which provided that the gross 
income of a life insurance company should be the 
gross amount of income received during the taxable 
year from interest, dividends, and rents and that 
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Two or three such leading articles in each issue. 


Tax Decisions:—The important recent decisions 
in all branches of the law are abstracted and an- 
notated. 


the net income upon which the income tax is to be 
assessed should be the gross income less specific 
deductions, among which are (1) the amount of in- 
terest received during the taxable year from tax- 
exempt securities and (2) the amount equal to 4 
per cent of the mean of the company’s reserve funds 
diminished, however, by the amount of the first de- 
duction, namely the interest from tax-exempt se- 
curities. A suit was brought to recover the taxes 
alleged to have been illegally collected, and the 
Court of Claims gave judgment for the United 
States. The Supreme Court reversed the Court of 
Claims and held that the effect of the statutory 
computation of deductions was to impose a direct 
tax on the income of the exempt securities. The 
court, speaking through Mr. Justice McReynolds, 
stated on page 519 as follows: 

The portion of petitioner’s income from the three speci- 
fied sources which Congress had power to tax—its taxable 
income—was the sum of these items less the interest de- 
rived from tax-exempt securities. Because of the receipt 
of interest from such securities, and to its full extent, 
pursuing the plan of the statute, the collector diminished 
the 4 per cent deduction allowable to those holding no 
such securities. Thus, he required petitioner to pay more 
upon its taxable income than could have been demanded 
had this been derived solely from taxable securities. If 
permitted, this would destroy the guaranteed exemption. 
One may not be subjected to greater burdens upon his 
taxable property solely because he owns some that is free. 
No device or form of words can deprive him of the 
exemption for which he has lawfully contracted. 

The above would seem to apply with equal force 
not only to individuals and corporations, but also 
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to trusts where the question arises in connection 
with deductions for trustees’ commissions and oth- 
er expenses. If an apportionment is not required 
in the case of a corporation then by the same rea- 
soning there should be no apportionment in the 
case of an individual or a trust where the income is 
divided between taxable and nontaxable income. 

Whatever difficulties (whether practical or con- 
stitutional) resulted in the present statute, yet the 
law remains clear and unmistakable and thereunder 
a taxpayer is entitled to deduct all ordinary and 
necessary expenses in carrying on a trade or busi- 
ness—not merely a portion of them. 





The New York Income Tax 
(Continued from page 372) 


Other Major Differences Between State and 
Federal Acts 


The New York income tax law, unlike the Federal 
Act, has no special provisions for the taxation of 
earned income or with respect to capital gains and 
losses. 

The taxable profit or deductible loss from the sale 
of property acquired before January 1, 1919 is also 
computed differently under the New York Act than 
under the Federal Act. Under the New York stat- 
ute, if the value of the property as of January 1, 1919 
lies between the cost of the property and its selling 
price, the amount of the taxable gain or deductible 
loss is limited to the difference between the Jan- 
uary 1, 1919 value and the selling price. There is 
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also, under certain conditions, a difference in method 
under the two Acts, in computing profit or loss on 
sale of property acquired by gift or inheritance. 


Administration and Appeal 


The provisions for the administration of the per- 
sonal income tax are similar to those for the admin- 
istration of the corporation franchise tax as described 
above. There are, however, two material differ- 
ences: In the case of the personal income tax there 
is a statute of limitations—three years after the 
return is filed—, on additional assessments, and the 
taxpayer has two years from the date of filing his 
return, or, in case of an additional tax, one year 
from the date of assessment of the additional tax, 
within which to file a claim for refund. 

Appeals to the Courts follow precisely the same 
procedure in connection with the corporation fran- 
chise tax as in connection with the personal income 
tax. 


Services, Text Books and Departmental Regulations 


Commerce Clearing House, Inc., and Prentice- 
Hall both have annual services covering all branches 
of New York taxation including the text of the law, 
departmental regulations and rulings and current de- 
cisions of the courts. The volume on Taxation 
(Vol. 59) of McKinney’s “Consolidated Laws of 
New York” (Edward Thompson Co., Northport, 
N. Y.) can be bought separately. This contains the 
text of the tax statutes with citation of all impor- 
tant decisions, but contains none of the departmental 
regulations or rulings. A supplement is issued an- 
nually giving the amendments to the statute and 
Court decisions of the preceding year. No text book 
on New York taxation has been issued since 1922, 
and those previously issued are now completely 
out of date. 

The New York Tax Commission has issued a 
pamphlet containing its Regulations pertaining to 
the Personal Income Tax; but no Regulations per- 
taining to Corporation Franchise (Income) Tax 
Law have ever been issued by the Commission. 


Net Losses 
(Continued from page 376) 
braries, which are not for barter or sale, and the market 
value of which is not reflected in income tax _ returns. 
There may exist large firms, with heavy overheads, which 
actually show a net loss for some years. But certainly 
“net losses” of salaried or professional men were not 
of enough public concern to command the solicitude of 
Congress. The petitioner is therefore right, in consider- 
ing his income from his profession, and the salaries be 
received from the banks, as “gains or profits not de- 
rived from such trade or business,” under 204 (a) (3). 
The question of net losses as applied to affiliated 
groups has been the subject of controversy in the 
Bureau and has resulted in some late decisions of 
the Courts. Prior to the decision of the United 
States Board of Tax Appeals in Sweets Company of 
America Inc. v. Commissioner, 12 BTA 1285, the pro- 
cedure with respect to net losses sustained in 1919 
was governed by Law Opinion 1113, rendered by 
the Solicitor of Internal Revenue and published in 
1924, from which we quote as follows: 
Where two or more corporations were not affiliated 
for the year 1919 but were affiliated for the preceding 
taxable year, and one or more of the corporations which 
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were included in the affiliated group for the preceding 
taxable year sustained a net loss for the year 1919, the 
amount.of such net losses should be applied against 
the consolidated net income of the affiliated group for the pre- 
ceding taxable year. If, however, the amount of the net 
loss of a member exceeds that proportion of the con- 
solidated net income for the preceding taxable year 
attributable to it, the amount of the excess shall not be 
allowed to further reduce the consolidated net income 
for the preceding taxable year, but shall be applied against 
the income of such corporation, or the consolidated group 
of which it is a member, for the succeeding taxable year. 
The refund resulting from such application of the net 
losses against the consolidated net income for the pre- 
ceding taxable year should be made to those corporations 
which sustained the net losses for the year 1919. 


Subsequent to the decision of the United States 
Board of Tax Appeals in the Sweets of America Inc., 
case the Bureau adopted the procedure as laid down 
therein. On February 17, 1930, the Court of Claims 
decided the case of Swift & Company v. United States 
(38 Fed. (2d) 365) in which it held that changes in 
an affiliated group does not end the taxable year, and 
regardless of changes affiliated corporations are en- 
titled to deduct a net loss from income for the 
preceding year, but only in proportion of consoli- 
dated net loss allocable to the corporation sustain- 
ing the loss. In connection with the opinion the 
Court sets out in a footnote a very clear example of 
the practical application of its decision. On April 
7, 1930, the United States Circuit Court of Appeals 
for the Second Circuit handed down its opinion in 
the case of Sweets Company of America, Inc., v. Com- 
missioner of Internal Revenue, 40 Fed. (2d) 436, re- 
versing the decision of the Board of Tax Appeals. 
The Court in its opinion concurred in the view ex- 
pressed in the case of Swift & Company v. United 
States, supra. 

Subsequently the Bureau promulgated G. C. M. 
No. 8132, IX-25-4676, under the Revenue Act of 
1921. The General Counsel refers at length to the 
decision of the courts in the case of Swift & Com- 
pany v. United States and the Sweets Company of 
America, Inc., supra, and apparently adopts the hold- 
ing of the courts that the addition of a member to 
an affiliated group does not create a new taxpayer 
or terminate the taxable year. With respect to the 
application made by the Court of Claims in the 
case of Swift & Company v. United States Counsel 
states as follows: 


Due to the fact that the Court of Claims in its deci- 
sion gave a detailed example of how the conclusions 
reached in the decision should be applied, it is not deemed 
necessary that this office go into a detailed discussion 
of the application of the decision to the present case. 


In the case of Swift & Company v. United States 
aoe of certiorari has been granted. 50 S. Ct. 
250. 

Since none of the questions raised in interpreta- 
tion of the net loss provisions of the revenue laws 
have reached the Supreme Court and only a few 
have been considered by the appellate courts, fur- 
ther modifications in interpretation of the pertinent 
statutes are probable. To the extent that realized 
losses are not allowed as a deduction in computa- 
tion of taxable income, the tax operates as a tax 
on capital ; therefore the rule laid down by the courts 
that in construing statutes doubt should be resolved 
in favor of the taxpayer seems to be especially fitting 
as a matter of equity in cases involving net loss. 


‘ 
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